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Financial and statistical five-year summary 


Employees Operating expenses Operating ratio 
(Excluding special charges) (Excluding special charges) 
Average for the year Dollars in millions Percentage 
26,951 | 24,064 | 22,800 | 21,514 | 24,993 | 23,493 3,437 | 3,323 | 3,356 | 3,070 | 3,856 | 3,769 89.0 | 85.0 | 78.4 | 75.3 | 75.1 | 72.0 
| 
95 96 97 98 9g!) gg 95 96 97 98 9g!) gg 95 96 97 98 98") gg 
(1) Pro forma (1) Pro forma (1) Pro forma 
$ in millions, except per share data, or unless otherwise indicated 1999 1998 1998 1997 1996 1995 
Pro forma() 
Financial results 
REWGREES T ahacicaaniet nc woteteinee tn cnaale ane dea peer nee eee $ 5,236 $ 5,137 $ 4,078 $ 4,283 $ 3,911 $ 3,862 
Operating expenses excluding special charges ............eceeeee eens 3,769 3,856 3,070 3,356 B25 3,437 
Special charges cuss veorueen wan omenecenioess haniGesee hie ee ate crdaer ~ 590 590 = 365 1,415 
Operating income (lass) s sescacc xiventn her ronteyetern ery eee ere 1,467 691 418 927 223 (990) 
Operating income excluding special charges ............00eseeeeee eee 1,467 1,281 1,008 927 588 425 
INLE@PESTEXDEMNSEl ic. gacc:c.csste Meme shvimreive nace cropas a iasterar eiesreiemcio ieee eentmereia 314 331 242 117 ats 194 
Equity in earnings of Illinois Central Corporation .................000 - - 105 - - - 
Othermincome’s. ay aaewsnasen ee aa eee een atemeee cee ae eer 55 23 17 24 44 148 
Income (loss) from continuing operations ................ceeceeeeeees 746 253 224 469 848 (1,017) 
Income from continuing operations excluding special charges ........ 746 598 569 469 1,055 398 
Capital expenditures tec. coue iat R tas a earses carat enemas el neasceer irate 936 967 744 609 291 324 
Diluted earnings (loss) per share from continuing operations”........ 3.71 1.31 12 lel 4.94 (6.32) 
Diluted earnings per share from continuing operations 
excluding/specialicharges is anensausean osm eerste ce cer iereee ee 3.71 3.09 3.08 2.72 6.14 2.48 
Rail operating ratio excluding special charges (%) ...........0eeeneee 72.0 75.1 153 78.4 85.0 89.0 
Statistical highlights 
Route miles (includes Canada and the U.S.) 00... .ccccccce eee ene neces 15,777 16,911 13,741 15,292 17,124 17,918 
Carloads (GrOusanns)) 207, aha aannrortam annie det aise «os ane apne tener 3,645 3,483 2,456 2,547 2,315 2,295 
MaFOSS LON MCS LOWONS) vic vnc Onin tx ee artis ath ace ea eae tacks 274,488 263,470 216,501 228,353 208,328 204,143 
Reventie ton: miles: (nos) - a2, cowascvh vonmlacapsanernmnornieta vere 143,613 138,669 112,929 119,534 107,470 105,487 
Rail employees (average for the year) .......... cc ccee ec cee ee eenees 23,493 24,993 21,514 22,800 24,064 26,951 
Diesel fuel consumed (Canadian gallons in millions) ............644. 275 284 234 272 259 256 
Average price per Canadian gallon (dollars) ............eccceeeeeenes $ 1.05 $ 1.04 $ 1.08 $° 1.23 S$. Stee $ 1.08 


(1) Pro forma refers to the consolidation of the financial and statistical data of Illinois Central Corporation (IC) assuming the acquisition and control of IC occurred on January 1, 1998. 
(2) Per share results reflect a two-for-one stock split that took effect in September 1999. 


Canadian National Railway Company 


What if there was a railroad that 
totally changed the way it managed its business, 
creating an organization more focused than ever on 
its customers ? 

What if there was a railroad, one 
of the biggest on the continent, that implemented 
precise scheduling of individual shipments across Its 
entire network? , | 

What if there was a railroad that 
improved its network efficiency so dramatically that 
it shed, in less than two years, hundreds of 1oco- 
motives and thousands of railcars while increasing 
traffic volume? 

There is such a railroad. 

CN: North America’s Railroad. 
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A message from David McLean 


Chairman of the Board 


Canadian National 


ear fellow shareholders: 
Our business continues to grow and undergo significant change — it is an 
exciting time for CN. 

The implementation of the merger with Illinois Central was a highlight of our 1999 
performance. The smooth integration of the two companies is a tribute to the careful 
preparation and hard work of employees at both CN and Illinois Central. 

We are very pleased with the results we have seen since the merger was approved. 
Our shippers continue to benefit from the excellent operational improvements at 
CN, and we are confident that-these improvements will continue to increase over the 
next few years. 

Clearly the announcement on December 20, 1999 of the Canadian National/ 
Burlington Northern Santa Fe combination agreement is the most exciting development 
in the history of freight railroading. The joining together of two of the world’s most 
efficient railroads will certainly be good for our customers, our employees and 
our shareholders. 

The Board appreciates the outstanding efforts of Paul Tellier, Hunter Harrison and 
all of CN’s senior officers. Our employees right across the system have delivered on 
their commitments to make it our best year ever. CN’s record operating results stand 
as a testimony to the skills and dedication of our people. 

| welcome Hunter Harrison as a new member of our Board, and | acknowledge the 
total commitment and dedication of all members of the CN Board. | am proud of the 
fact that all of our directors are substantial shareholders of the Company, which closely 
aligns their interests with your interests. Nineteen ninety-nine represents the completion 
of my fifth year as Chairman — it has been a truly enriching experience. 

We acknowledge the support of our shareholders. We could not have grown into 
North America’s most efficient railroad without your continued endorsement. 


We look forward with you to the exciting developments ahead. 
Sincerely, 


Dad MES 


David McLean, O.B.C., LL.D. 


Chairman of the Board 


A message from Paul M. Tellier ear fellow shareholders: 

CN President and To say 1999 was another landmark year for the Company would be an under- 

Chief Executive Officer statement. It was a year in which CN built tremendous momentum in the drive 
to become the best railroad in North America. 

Our merger with Illinois Central was approved. Integration proceeded smoothly and 
continues as you read this letter. The CN service plan began to show powerful results 
and potential to drive profitable growth. And we capped off the year with our announce- 
ment to join CN in a strategic combination with Burlington Northern Santa Fe (BNSF) 
to form North American Railways, Inc. 

If approved by the U.S. Surface Transportation Board in 2001, as we are confident 
it will be, North American Railways, Inc. will become the best railroad in North America. 
The best for our customers, with greater reach and single-line access to more markets 
than any other railroad on the continent. The best for our employees, offering career 


. C N iS N O rth Ame rica iS Ra i roa d, opportunities that come from working for the undisputed 


leader in the industry. And the best for our shareholders, with great prospects for 


with a unique franchise, revenue and earnings growth. 


Financially, our performance in 1999 was excellent. Excluding non-recurring items, 


operating philosophy and and compared to 1998 pro forma financial results, net income for 


1999 was $746 million, up 25 per cent from 1998 net income of $598 million. Diluted 
organizational structu re, - earnings per share in the current year increased 20 per cent to $3.71 

compared with $3.09 in 1998. Year-over-year operating income increased as well, to 
$1,467 million in 1999 from $1,281 million in 1998, a 15 per cent betterment. Revenues 
for 1999 were $5,236 million, showing growth of 2 per cent over 1998 revenues of 
$5,137 million. Operating expenses in 1999 were $3,769 million, a 2 per cent decrease 
from $3,856 million in 1998. And our operating ratio was the best of all Class 1 railroads 
at 72.0 per cent, an improvement of 3.1 points from our operating ratio of 75.1 in 1998. 

Once our merger with IC was approved, we proceeded immediately with our plan 
to integrate the two railroads. Our priority was, and remains, to complete it without 
compromising safety or customer service. The plan is a methodical, step-by-step, low-risk 
process — with no artificial deadlines — that is totally transparent to our customers. 
In 1999, we successfully integrated the networks, fleets and management teams. 

Just as important as the integration of operations is the integration of cultures. 
My philosophy is this: It's very important to build on the diversity of our entire organiza- 
tion. Our challenge is to preserve the unique attributes of each company, combining 
them to create a stronger organization than either was before the merger. 

We will pursue this same goal when we join forces with BNSF. Our approach will 
be to operate both railroads as unique entities while offering our customers the most 
efficient transportation service in North America. 

More than ever, CN is North America’s Railroad. We are fundamentally different 


from the other Class 1 carriers, with a unique franchise, a unique way of operating and, 


starting in 1999, a new organizational structure. We are building on these attributes 
to serve our customers better, grow profitably and deliver value to shareholders. 

The CN franchise is a more balanced mix of carload and unit train business than 
other railroads. We operate a highly efficient, integrated network that is ideally suited 
to grow north-south traffic connecting three coasts. Our CN service plan is rapidly 
setting new standards for precision, efficiency and reliability in the industry. And our 
recently implemented five-division business structure places more operations and sales 
decision-making at the local level, enhancing our ability to respond to customer needs 
and pursue new business opportunities with smaller and mid-sized shippers. 

With our service plan and new divisional structure in place, we are developing new 
strategies to profitably grow our railroad. We intend to leverage our position as a single- 
line transborder carrier to more aggressively compete in North America. We are bringing 
our improved service offering and new management structure to bear on providing a 
viable alternative to truck traffic. We're developing value-added services to support our 
core rail business, and we've made it a priority to build our e-commerce capabilities. 

We'll bring these attributes and strategies to our combination with BNSF. Our fran- 
chises perfectly complement one another. We share the same commitment to excellence 
in customer service. The end-to-end combination of our networks will create the most 
effective transportation system yet available for shippers throughout North America. 

It was a year of transition for our management team, with Michael Sabia choosing 
to accept the position of vice-chairman and chief executive officer with Bell Canada 
International. His contributions as executive vice-president and chief financial officer at 
CN were outstanding, and we wish him well in his new pursuits. 

Upon Michael's departure, the Board appointed Jeff Ward to the position of execu- 
tive vice-president, strategic planning and Claude Mongeau as senior vice-president and 
chief financial officer. Jeff and Claude have worked closely with me at CN for a long 
time, and they've played key roles in the Company's success, from our restructuring and 
turnaround to the development and execution of our North American strategy. | have full 
confidence in both of them to guide CN through our ongoing drive to become the best 
North American railroad. 

Every year | tell you we are a work in progress. Part of our culture is the strong belief 
that we will always be a work in progress — we must never reach a point where we 
feel CN has reached the final destination. Nowhere is this philosophy more important 
than in the area of safety performance. We need to do much better. From a safety point 
of view, 1999 was not a good year for our Company. 

Safety is my preoccupation. For me, even one accident is one too many. There can 
be no compromise — our entire management team will rededicate our efforts in this area. 
We simply must be a safer railroad in 2000. Our customers expect it, our shareholders 


demand it and our employees deserve it. 


It is with this objective in mind that we continued implementing, as a partner, the 
Responsible Care® program in 1999, in close cooperation with the Canadian Chemical 
Producers’ Association (CCPA) and the Chemical Manufacturers Association (CMA) in 
the United States. Responsible Care® places the emphasis on continuous performance 
improvement while striving for improved employee health and safety, protection for the 
environment and protection for the communities where CN operates. We have adopted 
a highly aggressive action plan to ensure that we fully meet the requirements of the 
CCPA when they conduct their first verification in 2001. In the United States, we plan 
to complete implementation within three years, after which time we will ask the CMA to 
conduct a voluntary verification. 

CN has but one goal: conduct our business in full compliance with the most 
demanding standards so as to ensure the safety of employees and the communities 
where we operate. This is a long-term commitment that we will keep. 

We owe our successes in 1999 to those who helped us reach our goals. To all our 
employees throughout North America: You are the best in the business. The most skilled, 
the most dedicated, the most talented. You are our most important asset. Thank you 
for your hard work. To our customers: Our top priority is to safely meet our commit- 
ments to you — every day. We appreciate each opportunity you have given us to contribute 
to your success. And to our shareholders: From our Initial Public Offering four short 
years ago through our merger with IC and our proposed combination with BNSF, your 
support has made our success possible. 


Stay with us, the ride is just beginning. 


Yours truly, 


Lhhnwn 


Paul M. Tellier 


President and Chief Executive Officer 


A message from E. Hunter Harrison 


CN Executive Vice-President and 


Chief Operating Officer 


o my fellow shareholders: 

We initiated the service plan in September 1998, after an intense planning 

process of about four to five months. In the beginning, there was a lot of anxiety 
and skepticism among our employees — what we're doing is a significant departure 
from the norm in rail transportation. For the first time, a major North American railroad 
is running a scheduled operation across its entire network. 

It's working. At first, 50 to 55 per cent of shipments made their schedules. We 
were at approximately 81 per cent through year-end, with 93 per cent arriving within 
24 hours of the trip plan. We've reduced transit times by as much as 24 hours across 
the system. We're more productive in our terminals, with scheduled line, terminal and 
shop capacity contributing to the reduction of the peaks and valleys that can make 
our business so difficult. 

And on the cost side, running a scheduled railroad has brought stunning results, 
such as large reductions in both our locomotive and railcar fleets, and a year-over-year 
improvement in car velocity of 16 per cent. When we can tell our customers when their 
cars will arrive, to within the hour, then we know where our assets are going to be. That 
enables us to more precisely manage our locomotives, cars and line capacity. And that 
means we need fewer assets to meet our customer commitments. Scheduling as a way 
of doing business benefits CN as much as it does customers. Simply put, with the 
service plan, it costs us less to provide more reliable service. 

Employees are seeing these benefits, but more important is the fact that they 
have developed a passion for customer service. This is the most vital part of what we're 
doing here at CN. We're offering shippers what we as an industry have never been 
able to offer before: predictable, reliable, high-quality rail transportation service. That 
takes a great deal of effort and discipline — it takes a passion for this business, a strong 
desire to set new standards in meeting our commitments. We're making believers of 
our customers as our on-time performance improves, day by day, shipment by shipment. 
As we continue to build our track record, as we gain their trust, | believe we will see 
shippers award more and more of their business to CN. 

The secret to railroading hasn't changed. In my experience, a railroad needs to embrace 
five core elements to succeed. One, you must provide good service. To the customer, quality 
service means doing what you say you'll do, every time. Two, manage your costs. Three, 
develop a strong emphasis on asset utilization. Four, accomplish the first three without get- 
ting anyone hurt. And five, develop your people — treat them fairly, train them and reward 
them when they excel — because without quality people, you can’t accomplish the first four. 

This is a growth story. By focusing on these five elements, we will grow. Our 
service plan is designed to address the first three. We will continue to improve our per- 
formance in the fourth, safety. Our new divisional organization is aimed at the fifth. The 
most important aspect of the new organization is the goal of improving service by 


placing decision-making closer to the customer, with local responsibility for operations 


and sales. Further, each geographic division is responsible for managing its own financial 
scorecard, which assesses the division's contribution to revenues and expense control 
of the Company. We're convinced the entrepreneurial spirit this creates will drive profitable 
growth. We have found that the new organizational structure has changed the way 
CN employees are looking at our business — they're no longer just operations people 
or sales people, but business people, too. 

To coordinate the local sales force with our marketing efforts, we have promoted 


a. More than eve r, CN employees James Foote to the post of senior vice-president, sales and mar- 


keting. | am confident that he will be effective in driving our top-line growth initiatives. 


are th i nking not as opera- We're North America’s Railroad. That's our strength. The CN network 


serves a corridor from Canada to the Gulf of Mexico, the NAFTA corridor, which supports 


tions people Or aS sales people, rapidly growing north-south trade. And as we look forward 


to joining forces with BNSF, we'll add more north-south single-line corridors as part 


. " 
but as business people. of their strong network in the western half of the United States. With our 


superior reach, if we continue to improve on our execution of the service plan and 
aggressively get the word out among shippers, the potential for growth is excellent. 
As Paul has said, we are just beginning. North America’s Railroad is leaving the 


terminal, and the destination is to be the best in the industry. Are you on board? 


Sincerely, 


Sea 


E. Hunter Harrison 


Executive Vice-President and Chief Operating Officer 
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The CN 
service plan 


C N's service plan is at the heart of what makes us different. 
With it, we are delivering unprecedented reliability and quality 
of service to our customers, while focusing intensely on the effi- 


cient utilization of our assets. The CN service plan is our engine for 


| profitable growth. 


From a customer's standpoint, quality service means having the 
car, in good condition, at the shipping dock when promised, and 
getting the car with the shipment intact to the destination on time, 
at a fair price. Quality service is what the service plan is designed 
to provide. 

With the service plan, we operate our network like a conveyor 
belt. Precise scheduling enables us to more evenly space trains, 
which results in smoother yard operations, reduces transit times and 
dramatically improves our ability to deliver reliable service and 
pricing that enhances customer competitiveness. 

We have developed an electronic catalog that gives precise 
transit times, to the hour, dock to dock, for more than 3,600 routings. 
This is our product. Each account manager uses a laptop computer 


to review the product catalog with customers, providing information 


such as origin and destination, specific routing options and transit 


times for each option, to help them choose the routing that best fits 
their needs. Account managers can even add cars to certain trains 
to meet customer requirements. 


With each car having an individual trip plan, the CN service plan 


| is designed to deliver high-quality service for carload traffic. It also 


enables us to better serve customers with their own car fleets, giving 


With CN’s advanced 
Service Reliability 
Strategy (SRS) system, 
we can manage the 
network, identify and 
address potential 
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The CN sales force is 
equipped with laptop 
computers that enable 
them to review ship- 
ment options and 
transit times in real 


time with customers. 
As part of the service 
plan, CN representa- 
tives are now able 

to access through 
their computers up-to- 


shipment problems, 
and keep our sales 
people and customers 
up to date from a 
central location. 


the-minute on-time 
performance history 
for each of 3,600 
route options. 


DITX 430195 


The CN service plan shippers, while offer- fleets and enhanced 


delivers a new level ing improved asset flexibility to many 
of quality and relia- utilization to cus- bulk commodity 
bility for carload tomers with private customers. | 


them greatly improved car cycles and fleet produc- 
tivity. In addition, the service plan offers many 
bulk shippers a viable alternative to unit trains, 


enabling them to route smaller, more frequent 


Papen’ paeifie prairie shipments, which can ease their destination logistics. 


Edm. 


The service plan is unique, and it creates a win/win 
situation: high-quality service and competitive pricing | 
for customers, more efficient operations and higher margins | 


for CN. 


ald 
New Orleans 


The precision schedul- 
ing and improved 
asset utilization 
resulting from the 
service plan mean 
much smoother opera- 
tions in yards and 
maintenance shops 
across the CN system. 
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on-time performance against car trip plans, which was 81 per cent as 


| anything seen in the history of railroads, with scheduled ser- 


| ties are opening up in our markets, specifically with smaller 


shippers that have not considered rail a viable trans- 


| fe CN service plan is clearly working. By raising the bar for produc- 


tivity and performance, the service plan has changed everything. 
Efficiencies brought about by the service plan have enabled 


CN to effectively reduce its locomotive and railcar fleets by 650 and 


12,700 units, respectively, all while increasing traffic volume. These 


dramatic improvements in asset utilization contributed to the best 
operating ratio among North American Class 1 railroads in 1999. And 
because some of the fleet reductions were achieved through storage, 
we retain the capacity to support growth in the future at very low 
incremental cost. 


The service plan has positively impacted other performance mea- 


| surements as well. Gross ton-miles per available horsepower, a measure 


of locomotive fleet efficiency, is up by 22 per cent. Car-miles-per-car- 


| day, a measurement that reflects car fleet velocity, has increased by 


| 16 per cent. Customers are beginning to take notice of system-wide 


improvements in average transit times, as well as our steadily improving 


of year-end 1999 with a zero-tolerance buffer, and 93 per cent with eas 


— 


a 24-hour buffer. These improvements have led to higher service I 


standards in the rail industry. 


The plan is transforming CN into an organization unlike 


vice across its entire network. As a result, new opportuni- 


portation option before, either because of perceived 
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Fort Saskatchewan, AB _ Joffre, AB 


to Chicago to Montreal 
Pre-service plan: Pre-service plan: 
1 59 hours 1 80 hours 
Current: Current: 


1 03 hours 1 59 hours 


CNA 712366 


Automotive shippers implementation of The service plan has reduction in transit 
have exhibited a the service plan — resulted, system times of nearly 
higher level of confi- resulting in steadily wide, in an average 24 hours. 

dence in CN since growing volumes. 


carrier unreliability or the assumption that relatively low volume 
or frequency render it impractical. We are aggressively pursuing these 
opportunities. 

CN now is among the leaders in the industry. The early success of 


the service plan is starting to create a new sense of confidence and 


The effective elimina- | new locomotives, like enthusiasm throughout the organization that comes from being associ- 
tion of 650 locomo- the one shown here, : , 
Hawepanmeue tiast Bae of the 40 General ated with a winner. This new attitude is particularly valuable in our 


has left CN with a Electric Dash-9 models 


pan § sales force. We now have an exciting new product to sell — a unique 
higher proportion of acquired in 1998. g P q 


modern, efficient service offering coupled with an integrated, efficient, mainline network 


that supports major trade flows. 


There’s a new attitude 
emerging across CN 
as a result of our 
success over the last 
few years — more 
oo upbeat, more posi- 
tive — proud to be 
part of the only true 
North American 
railroad. 
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Organized tor 
growth 


T. support the service plan, in mid-1999 CN implemented a new 
| 


corporate structure, dividing the organization into five geographic 


divisions, three in Canada — Pacific, Prairie and Eastern Canada — and 
| two in the United States — Midwest and Gulf. 
This new organization is designed to bring us closer to the cus- 
tomer — to improve service quality at the local level and enhance the 
| service plan’s ability to drive growth. While network management, 
| marketing and management of our largest national account relation- 
| ships remain centralized, we have established local responsibility 
| for operations and sales in each division, with people on the ground 
to execute the service plan and build customer relationships. 
Each division is accountable for its own business performance, 


| including operational responsibility for yards, terminals, switching and 


| With service quality at 
an all-time high and a 
new organizational 
structure, CN is well 
suited to smaller and 
mid-sized shippers. 


| A beefed-up local 
sales force is spread- 
| ing the word. 
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In 1999, we acquired that enable the trailers 
200 new RoadRailer™ to be pulled behind a 
trailers, unique bi-modal locomotive in a train. 


equipment that can This technology is a 
travel on the highway __ valuable tool for pursu- 
with rubber tires and ing business currently 
on rails with special handled by trucks. 


steel “bogeys” — devices 


facilities; maintenance of infrastructure and equipment; and account 
sales. For the first time, divisional sales staff are aligning their activities 
with operations to expand existing local customer relationships and 
develop new ones. And direct responsibility for the division's financial 
performance provides an incentive to ensure all new business is prof- 
itable new business. 

With a relatively small number of customers accounting for a 
large proportion of our revenues, we identified a significant growth 
opportunity with smaller and mid-sized shippers. The new CN organiza- 
tional structure, along with 40 positions in local sales, better enables 
us to pursue them. These customers typically have used trucks to haul 
their freight. Our strategy is to use the strengths of the CN network 
and improved service to offer a better alternative. 

One way we are supporting this effort is an investment in 200 
RoadRailer™ trailers, dual-mode equipment that can travel both on the 
highway and on the railroad. These trailers can be pulled on the rails 
in trains behind locomotives and then, without the use of cranes, can 
be attached to truck tractors and pulled off the tracks to the road. 
RoadRailer™ technology greatly enhances our ability to compete with 
trucks by combining the best of both modes — the flexibility of over- 
the-road transportation with the efficiency of trains. 

Our new organization creates a more nimble and responsive CN 
at the local level, while providing customers with all the advantages 
of our network. We are better able than ever to leverage CN’s unique 
strengths to broaden our business and serve our customers, as well as 


to deliver profit, growth and value to our shareholders. 
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Prior to the CN-Illinois Central merger, CN derived revenue from six business units — Industrial 
products; Forest products; Grain and grain products; Coal, sulfur and fertilizers; Intermodal; 
and Automotive — organized into three groups, Merchandise, Bulk and Intermodal/Automotive. 
The Company's new business unit structure is based on the business mix created by the 
CN-IC integration. This structure, as outlined below, is well positioned to respond to changing 
market conditions and transportation requirements. 


One of CN's fastest-growing 
business units, petroleum 
and chemicals comprises a 
wide range of commodities, 
including chemicals, plastics, 
petroleum and gas products. 
Most of the shipments we 
move are destined to cus- 
tomers in Canada via CN’s 
eastern and western corri- 
dors to the Chicago gateway, 
and in the United States 

via CN’s north-south route 
from Chicago to the Gulf 

of Mexico. 


CN’s metals and minerals 
business consists primarily of 
nonferrous base metals, 
steel, equipment and parts. 
Exclusive access to major 
mines and smelters through- 
out North America makes 

CN a leader in the transporta- 
tion of copper, lead, zinc 
concentrates, refined metals 
and aluminum. 


CN is the largest carrier of 
forest products in North 
America. This is CN’s second- 
largest business unit, com- 
prising a broad spectrum of 
products and meeting a wide 
range of customer require- 
ments. The product lines 
include various types of lum- 
ber, panels, wood chips, 
woodpulp, pulpwood, print- 
ing paper, linerboard and 
newsprint. In Canada, CN 
enjoys superior access to the 


major fiber-producing regions 


that have positioned Canada 
as the world’s largest 
exporter of forest products. 
With the IC merger, CN now 


CN offers efficient rail trans- 
portation throughout North 
America to help customers 
compete effectively in the 
global marketplace. Coal 
shippers benefit from CN’s 
low grades over the Rocky 
Mountains — the lowest on the 
continent — as well as supe- 
rior access to the Canadian 
west coast and ports in the 
southern United States. A 
majority of the traffic that 
originates in western Canada 
is exported overseas from 
the ports of British Columbia. 
Traffic originating in the 
Illinois Basin is used for 
domestic U.S. consumption. 


is strategically located to 
serve both the northern and 
southern U.S. corridors with 
interline capabilities to other 
Class 1 railroads. 


This is CN’s largest business 
unit. Grain and fertilizer rev- 
enues are derived primarily 
from transporting commodi- 
ties grown in western Canada 
and the midwestern United 
States. The majority of grain 
and grain products produced 
in Canada and carried by 

CN are for export through 
the west coast ports of 
Vancouver and Prince Rupert 
or through Thunder Bay on 
Lake Superior. In the United 
States, CN handles grain 
grown in Illinois and lowa 
for export through center 
Gulf ports and to barge load- 
ing facilities located on the 
river system, as well as to 
domestic processing facilities 
and feed markets. CN also 
serves producers of potash, 
ammonium nitrate, urea 

and other fertilizers. 
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CN’s intermodal business 
consists of two product 
segments. The first segment, 
domestic, is responsible for 
consumer products and man- 
ufactured goods, operating 


through both retail and 


wholesale channels. The sec- 
ond, the international seg- 
ment, handles import and 
export container traffic, serv- 
ing the ports of Vancouver, 
Montreal, Halifax, Mobile 
and New Orleans. 


CN is a leading carrier of 
automotive products origi- 
nating in southwestern 
Ontario and Michigan. This 
business unit moves both 
finished vehicles and parts 
within the United States, 
Canada and Mexico. CN also 
serves shippers of import 
vehicles via the ports of 
Halifax and Vancouver, and 
through interchange with 
other railroads. 


1999 percentage data 

Freight revenues (In millions) 
Petroleum and chemicals $ 878 
Metals and minerals 398 
Forest products 995 
Coal 402 
Grain and fertilizers 1,066 
Intermodal 810 
Automotive 483 
Revenue ton miles (In millions) 
17% Petroleum and chemicals Petroleum and chemicals 24,194 
hee eee Metals and minerals 9,271 
8% Coal Forest products 27,500 
21% Grain and fertilizers Coal 18,645 
ae pS, Grain and fertilizers 38,681 
[L Intermodal 22,589 
Automotive 2,133 

Freight revenue 
per revenue ton mile —_(In cents) 
Petroleum and chemicals 3.63 
Metals and minerals 4.29 
Forest products Sg aor 
Coal 2.16 
Grain and fertilizers 2.76 
Intermodal 3.59 
17.67 


Automotive 


Community service 


{}linois 


Centra ee 


CN has long been an enthusiastic participant in Operation Lifesaver, a 


public education program to teach people about level crossing safety and 
the hazards of trespassing on railroad rights-of-way throughout North 
America. Operation Lifesaver is a program that represents a marriage of 
CN's commitment to its communities and its absolute dedication to 
operating a safe railroad. 

As part of the former IC railroad, Little Obie has also been active 
in Operation Lifesaver. Who's Little Obie? He’s shown in the picture 
above, the one in black. He’s a strikingly accurate scale model of an 
IC locomotive, complete with a piggyback intermodal flatcar and a 
caboose, and he’s a very effective tool for raising awareness among 
children of railroad crossing safety issues and the dangers of playing 
near the tracks. 

Little Obie was the brainchild of Paul Rose, an employee at the for- 
mer IC's Memphis shops. Paul saw a small replica train as an excellent 
way to promote Operation Lifesaver with children. He designed and built 
it himself — it took approximately six months to construct, including a 
towing trailer used to transport it from location to location. The train 
was named after Donald O’Brynt, a longtime employee and safety direc- 
tor at the former IC who recently retired after 35 years of service. Little 
Obie got his number, 1914, from the year the former IC’s Memphis 
roundhouse was built. 

Mounted on top of a John Deere Gator utility vehicle, Little Obie 
is authentic down to the detailed operator's cab, working headlights, 
ditch lights, air-operated windshield wipers and PA system. And with a 


A highly detailed, 
‘$caled-down loco- 
“motive, piggyback 
intermodal car and 


caboose, Little Obie. 
~ isa small train with a ~ 
big message for, kids. ~ 


high-powered compressed air horn, you can bet Little Obie makes a 
big impression on kids. 

Employee volunteers keep a busy, year-around schedule, conducting 
programs at schools, parades, county fairs and other community events 
within our network across North America. They set up crossings and let 
children participate in various situations, sometimes behind the wheel 
of toy cars, to learn important lessons in rail crossing safety. In 1999, 
two such volunteers, Paul Rose and Carl Shields, won a CN President's 
Award for Excellence in the Exceptional Community Service category 
in recognition of their efforts and impact. 

We are very pleased to have Little Obie as part of the CN fleet — 
he’s an excellent example of the level of commitment to our com- 
munities we all share, and the importance of building creative partner- 
ships to meet common goals. Welcome to CN, Obie! 

And keep up the good work! 


1999 President's Awards for Excellence 


"In the six years since | established this program, | have been continuously impressed by the quality 
of the nominees and winners. The commitment shown by CN employees combined with the 
ingenuity, creativity and skill that exist within this Company demonstrate why, to a large extent, 


we are the best railroad in North America. " 
— Paul M. Tellier 


Category 1: New business opportunities 


Category 5: Operational breakthrough 


Husky/Trans-Canada Midstream Team 

Greg Kendall, Lonny Kubas, Peter Ladouceur, Ron Payne, Sherri Stark, 
Roger Stenvold 

This team clinched a contract with what at first seemed like two uncon- 
nected customers. Team members put their heads together to come up with 
a proposal that beat out the competition and won CN millions of dollars 

in new business. 


Category 2: Safety 


Kevin Smith 


When it comes to his fellow employees’ health and safety, Kevin displays 
exemplary dedication and leadership. Believing that accidents can be 
prevented if a train’s staff is knowledgeable about the equipment on board, 
he developed — and teaches — an Emergency Passenger Evacuation Training 
Program for Toronto's GO Train personnel. Kevin has been associated with 
Health & Safety and Employee & Family Assistance Program committees and 
volunteers his time to help children with disabilities and the elderly. 


Category 3: Exceptional service 


Internal — Brian Nesbitt 


Brian played a major role in the revitalization of the Employee & Family 
Assistance Program across the CN system. His knowledge, experience, 
enthusiasm and tremendous ability to work well with management and 
union employees alike have helped to make his contribution to EFAP 
invaluable. 


External — Assigned Switcher #502 team 
Bryan Schick and Jim Daunheimer 


Nothing stops conductor Bryan Schick and brakeman Jim Daunheimer from 
providing superior customer service when they go on site at the PCS Potash 
rail yard. Not 40-degree-below-zero temperatures or rain, snow and sleet. The 
team provides timely service, communicates well and is highly appreciated 
for their professionalism and dedication. In fact, it was actually the customer 
that nominated them for this award. 


Category 4: Bravery/Exceptional community service 


Carl Shields and Paul Rose 


Through demonstrations using Little Obie, a miniature locomotive designed 
and built by Paul, Carl and Paul have educated thousands of children and 
adults on rail crossing safety and have spread goodwill and a positive image 
for the railroad. “| believe the best way to reach people is through their 
children,” says Paul. 
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Paul Massicotte 


Paul created a user-friendly computer-based program that allows users to 
create a hump plan based on many criteria, resulting in increased efficiency 
in hump yard management. Other yards have shown an interest in the new 
tool, which can be adapted for use in flat yards as well. 


Category 6: People management 


Dave Szerencsei 


Dave's role as coach to a concrete tie repair crew was critical in increasing 
group morale. His management style — based on trust and openness — 

has resulted in an increase in commitment to goals, better accountability for 
performance and an improved attitude. 


Category 7: Cost effectiveness 


Rick Maltby 


Rick introduced a standardized weld repair splice bar, saving the Company 
$1 million in the first year alone. While similar bars had existed for some 
years, they were never approved by the regulator. Rick took the matter in 
hand, worked with a company to develop a prototype, made the necessary 
modifications, got the funding needed to manufacture the bars and wrote 
the recommended method for their use. 


Category 8: Quality improvement 


Wayne Randell and team: Carol Anderson, Claude Auger, Michael 
Biswas, Bryan Lutes, Alan MacNab, Gerry McCulloch, Sylvia McDonald, 
Carol Ann Ross, John Straznicky, Howard Stevens, Clara Young, 
Maureen Zacharuk 


Wayne and his team went beyond expectations by obtaining ISO 9002 
certification for CN’s Revenue Management group. The certification means 
the group is now adhering to world business standards, following established 
procedures and proudly flying the ISO 9002 flag — an indication to customers 
of consistent quality processes. “This has made us more aware of what 

we do. It’s added discipline to our processes and it means we have to do 
what we say we'll do," explains Wayne. 


Category 9: Environmental impact 


Gordon Roy 


Under Gordon’s leadership, the Great Lakes District went from an environ- 
mental compliance score of 53% to 90% in one year. The “Green Teams” he 
set up identified and acted on environmental issues at their various locations, 
simplifying processes, undertaking massive cleanups and getting back to 

the basics of environmentally friendly practices. “We raised the bar and we 
worked as a team to get it done,” says Gordon. 
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Financial Highlights and Strategic Initiatives 


Financial highlights* 


1999 was another year of solid financial performance by CN. CN’s strong commitment to customer service, improvement 


of asset utilization and continued emphasis on cost controls all contributed to the following: 


Revenues rose 2% to $5,236 million 


Operating income increased 15% to a record $1,467 million 


Operating ratio was an industry leading 72%, an improvement of 3.1 points 


Diluted earnings per share increased to $3.71, a 20% betterment 


Free cash flow generated — $276 million, after dividends 


*Excludes 1999 and 1998 cumulative effect of changes in accounting policy and the 1998 special charge. Also, 1999 financial performance is measured against 1998 pro forma 


corresponding results, which assumes that the acquisition and control of Illinois Central Corporation occurred on January 1, 1998. 


Strategic initiatives 


In 1999, CN continued with its strategic initiatives to position itself for the new millennium: 
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On December 20, CN and Burlington Northern Santa Fe 
Corporation announced their intention to combine their rail- 
roads. This combination is subject to regulatory approvals in 
both Canada and the United States. The end-to-end combination 
would create North America’s largest railroad, with approxi- 
mately 50,000 route miles, 67,000 employees, and combined 
revenues of approximately U.S.$12.5 billion. 


CN obtained written approval from the U.S. Surface 
Transportation Board to merge CN and Illinois Central 
Corporation (IC) on May 25, 1999. The smooth operational 
integration of IC commenced on July 1. A new corporate 
structure was implemented to create five new geographic 
divisions focusing on operations and sales, while capturing 
merger efficiencies by consolidating general and adminis- 
trative functions and marketing business units. 


CN has significantly reduced transit times and improved on- 

time delivery of carload freight since implementing a service 

plan a year ago that transformed CN into a scheduled rail- 

road. CN’s schedule of train services has: 

1) Reduced the time freight cars spend in key terminals by 
18% to 21 hours; 

2) Increased locomotive utilization by 33% (as measured by 
gross ton miles per available horsepower); and 

3) Increased car velocity by 19% (as measured by car miles 
per day). 

These productivity gains were achieved while improving 

service to an 81% on-time performance for carload traffic 

at a dock-to-dock level of measure. 


Canadian National Railway Company 


In its drive to become more competitive in short-haul 
freight transportation markets, CN introduced the dual-mode 
RoadRailer™ equipment to service the Montreal — Toronto 
corridor. RoadRailer™ is a transportation technology that 
delivers the flexibility of highway with the efficiency of rail. 


As part of its Network Rationalization Program, CN trans- 
ferred to short-line operators or discontinued 353 miles in 
1999. This brings CN’s total rationalization to 5,800 miles 
to date, largely completing its announced 6,000-mile IPO 
program one year ahead of schedule. 


In December, CN and Canadian Pacific Railway Company 

(CP) signed a long-term operating agreement for “directional 
running” of all CN and CP trains over the 155-mile Fraser 
Canyon in British Columbia. This will improve transit times 
and service reliability, as well as increase capacity in this 
mountainous corridor. 


Two joint venture agreements were signed with Worldwide 
Fiber Inc. by CN and IC. The agreements grant the joint 
ventures preferred access to CN and IC rights-of-way to 
develop fiber optic transmission systems and resell strand 
and conduit capacity to telecommunication companies 

and Internet providers. 
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Selected Railroad Statistics 


Year ended December 31, 1999 1998 1998 1997 
Pro forma() 
Rail operations . 
Frelgnt revenues (5 UWIONS) wake toc tan eae se cane etiect ena fun ina eden nat asl at 5,032 4,952 3,943 4,160 
Gressitonumilesn(Dilions cry. aos soe nodal ee osieh ap aearar pitti + Re eameaee 274.5 263.5 216.5 228.4 
Revenueston:mitesn(REM)Hniiions) see aetna ee ee es a 143,613 138,669 112,929 119,534 
Routermiles dic udesiGanadaranantnevu Sa) ewer asae nee Entrees ence ere nose 15,777 16,911 13,741 15,292 
Operating expenses (excluding the 1998 special charge) per RTM (cents) .......... 2.62 2.78 Dae 2.81 
Freight revenuie:per, RIM (Cents) 5.01; sandals Mereaece teat T4. L be eatin se cccter ces 3.50 357, 3.49 3.48 
Carloadss(GROUSANGS) ax: see andes a EE ek ROE Dts ss bea Sclnstion 3,645 3,483 2,456 2,547 
Freight-tevenue per: carload.($): ch tu, sees seeeaca cnc ents aes vale s donde erat 1,381 1,422 1,605 1,633 
Diesel fuel consumed (Canadian gallons in millions) .......:1ccccccesecenneeennees 275 284 234 272 
Average tdeliorice:.($/Canagian Gallon) vii vocctscapesns caer ce Mie .g) saasdlen resi. 1.05 1.04 1.08 1.23 
Revenue ton miles per Canadian gallon of fuel consumed ...............:eseeee eee 522 488 483 439 
Locomotivesbadsond eration. [6 jue mts encore ties stash eracri ad eters ecieiese 2s 6.8 18? 7.8 10.1 
Freight:car Bad.ordermatio. (96) tzucee.oas Sheet ese nen eR Oey > ors ov ecient 5.4 3.42) 3.4 3.7 
Productivity 
Operating ratio (excluding the 1998 special charge) (%) ...........:sccceeee eee e ees 72.0 75.1 153 78.4 
Freight revenue per route mile ($ thousands) A Of Licpith AOR OLE RE Te eer eee 319 293 287 Di 
Revenue ton miles per route mile (thousands) ..........0:ccsseeeeeeeeeeeeeeenne ees 9,103 8,200 8,218 7,817 
Freight revenue per average number of employees ($ thousands) ...............4++ 214 198 183 182 
Revenue ton miles per average number of employees (thousands) ..............++. 6,113 5,548 5,249 5,243 
Employees 
Numberatcendiot year uesears..0o.5 aie seu nt DD peu eee ea UE cine nd bebe ty 21,563 22,653 19,198 21,081 
Average number Guning Veal co. cccccyercaadec ro scds relies evan atces ot vets vsccoeeens ave 23,493 24,993 21,514 22,800 
Labor and fringe benefits per RTM (cents) ..........:ccceeeeeeeeeteeeeeenneeeneeees 1.05 1.14 1.14 TA 
Injury frequency rate per 200,000 person hours .........0ceceeeereeeeeeteneeeneees 7.3 6.8 Wes 7.8 
Accidentrate parunillion; train Miles: 6c locsrnwacirs qapiteainie ca nnctiraciar ase sciennsogu 2.2 Zc 1.4 2.2 
Financial 
Debt to total capitalization ratio (% at end Of Year) 0.1.00... cece cece eens ee neeenes 42.7 45.0” 45.0 29.4 
Return.on assets (oe alene OF VON pe oe ge es wenn s acm agains bee ceo nos 5.7 aoe 5.9 6.7 


(1) Pro forma refers to the consolidation of the financial and statistical data of Illinois Central Corporation (IC) assuming the acquisition and control of IC occurred on January 1, 1998. 


(2) Excludes Illinois Central Corporation. 


(3) Income from continuing operations before cumulative effect of changes in accounting policy, adjusted to exclude the 1998 special charge. 


Certain of the 1998 and 1997 comparative figures have been reclassified in order to be consistent with 1999 presentation. 


U.S. GAAP 


Canadian National Railway Company 25 


Management's Discussion and Analysis 


Management's discussion and analysis relates to the financial condition and results of operations of Canadian National Railway Company (CN) 
together with its wholly owned subsidiaries, including Grand Trunk Corporation and Illinois Central Corporation (IC). As used herein, the 

word “Company” means, as the context requires, CN and its subsidiaries. CN’s common shares are listed on the Toronto and New York stock 
exchanges. Except where otherwise indicated, all financial information reflected herein is expressed in Canadian dollars and determined on 
the basis of United States generally accepted accounting principles (U.S. GAAP). 


Financial results 


1999 compared to 1998 

Where applicable and for comparative purposes only, management's 
discussion and analysis of the financial results when comparing 1999 
versus 1998 has also been provided using 1998 pro forma figures 

as presented in Note 4 to the 1999 consolidated financial statements. 
As used herein, 1998 pro forma refers to the consolidation of the 
results of operations of IC, assuming the acquisition and control of 
IC occurred on January 1, 1998. 

The Company recorded consolidated net income of $751 million 
($3.81 per share) for the year ended December 31, 1999 compared to 
$266 million ($1.45 per share), or $295 million ($1.54 per share) on a 
pro forma basis, for the year ended December 31, 1998. Diluted earnings 
per share were $3.74 for the current year compared to $1.44 ($1.53 pro 
forma) in 1998. 

The years ended December 31, 1999 and 1998 include items impacting 
the comparability of the results of operations. In 1999, the Company 
recorded a $5 million after-tax ($0.03 per share) cumulative effect of 
changes in accounting policy for expenditures related to the improvement 
of bridges and other structures and freight cars, and for costs associated 
with employee injuries. In 1998, the Company recorded a special charge of 
$590 million, $345 million after tax ($1.89 per share, $1.80 per share pro 
forma or $1.87 per diluted share, $1.78 per diluted share pro forma), for 
workforce reductions and an after-tax cumulative effect of change in 
accounting policy for pension costs of $42 million ($0.23 per share, 
$0.22 per share pro forma). 

Excluding the effects of the items discussed above of $5 million 
($0.03 per share) for 1999 and $303 million ($1.66 per share, $1.58 per 


share pro forma or $1.64 per diluted share, $1.56 per diluted share pro 
forma) for 1998, consolidated net income was $746 million ($3.78 per 
share or $3.71 per diluted share) for the year ended December 31, 1999 
compared to $569 million ($3.11 per share or $3.08 per diluted share), 
or $598 million ($3.12 per share or $3.09 per diluted share) on a pro 
forma basis, for the year ended December 31, 1998. 

Operating income was $1,467 million for 1999 compared to 
$418 million ($691 million pro forma) in 1998. When compared to 1998 
operating income of $1,008 million ($1,281 million pro forma), excluding 
the special charge, 1999 operating income increased by $459 million, or 
46% ($186 million, or 15% pro forma). The operating ratio in 1999 was 
72.0% compared to 75.3% (75.1% pro forma) in 1998, excluding the 
special charge. 


Revenues 

Revenues for the year ended December 31, 1999 totaled $5,236 million 
as compared to $4,078 million in 1998, an increase of $1,158 million, 

or 28%, mainly attributable to the consolidation of IC's operating results 
in 1999. 

When compared to 1998 pro forma revenues of $5,137 million, 
annual revenues increased by $99 million, or 2%. The increase was 
mainly due to higher revenues in automotive, petroleum and chemicals, 
and intermodal, partially offset by coal. Revenue ton miles increased 
by 4% while freight revenue per revenue ton mile decreased by 2%. 

The 1998 data presented in the following table is on a pro forma 
basis. For comparative purposes only, variances relating to the individ- 
ual business units are discussed and analyzed solely using the 1998 
pro forma figures. 


Year ended December 31, 1999 1998 1999 1998 1999 1998 

Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
Petroleum: and Chemicals vcccvacccov sstnenonsnisisamescianenierenmncadns cebjeurtent $ 878 $ 851 24,194 22,100 3.63 3.85 
Metals: and minerals :sscavecowstamanraccias ee scrsicta cloiseremne amie yaenemeeiaa miners ws 398 408 9,271 9,970 4.29 4.09 
Forest: prodcts ssaswisitarawietrais em sttverit  ahfostae hcimera cists Sigal anya niNtcheratataces fetes 995 979 27,500 26,220 3.62 3.73 
Goal. os cscs sire ilieerasa Sh nat cicteniets ale him ita ele eincata bynlaetetentenat Cur ah tak ects amameroetce 402 474 18,645 19,907 2.16 2.38 
Grain: and fertilizersscaatccovnwanonne ae musdeusem anton quideseitetsren apneic eo 1,066 1,068 38,681 37,904 2.76 2.82 
Untermnoddall 'cspescsarcorasoncacotsstarapraiaratercinatejatata natapele vansldatenalsshe aietoieis hela anshante taseeestecien 810 790 22,589 20,353 3.59 3.88 
PACU) 11011\"( eR NRA seidach aiieans AARC RNA ac onitanianbasecapemtacnotiabnaotas 483 382 2,733 2,215 17.67 17.25 
Other EMS. i sacecesininse stas'e waa Ma len/eiceielatnre wepereipige aa euap es cianiel i cae eet 204 185 - - - = 
TOA sania nica a” aicign eisernsateld Cte chs MBIEaIaD Annee Me oI aTeN Ras asteeeete sie Met EETEE $5,236 $5,137 143,613 138,669 3.50 3.57 
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Management's Discussion and Analysis 


Petroleum and chemicals — Revenues and volumes increased by 
3% and 9%, respectively 

Revenues for the year ended December 31, 1999 increased by $27 mil- 
lion over 1998. Growth stemmed from favorable market conditions for 

- sulfur, plastics and plastics derivatives, particularly in Canada, and strong 
demand for liquefied petroleum gas. The improvement was partially off- 
set by increased short-line payments related to the Company's network 
rationalization program. An increased average length of haul contributed 
to a 6% decrease in revenue per revenue ton mile. 


Petroleum and chemicals 


Carloads* In thousands 


a 
275 301 322 485 494 


Forest products — Revenues and volumes increased by 

2% and 5%, respectively 

Revenues for 1999 increased by $16 million over 1998. The positive 1999 
performance reflected growth in lumber and panels traffic in line with 
Canadian and U.S. construction markets, gradual recovery in international 
woodpulp markets, as well as a strike at a major paper producing cus- 
tomer in 1998. Increased short-line payments related to the Company's 
network rationalization program partially offset the improvements in 

the current year. A shift to longer haul traffic contributed to the decrease 
in revenue per revenue ton mile of 3%. 


Forest products 


Carloads* In thousands 


339 336 345 479 481 


95 %. . 97 98 99 


*Data prior to 1998 excludes IC 


95 96 97 98 99 


*Data prior to 1998 excludes IC 


Metals and minerals — Revenues and volumes decreased by 

2% and 7%, respectively 

Revenues for the year ended December 31, 1999 decreased by $10 mil- 
lion when compared to 1998. The decrease was driven by weak steel 
shipments resulting from strong offshore steel imports in the U.S. and 
Canada in the earlier part of the year. This was partially offset by 

the growth in construction materials traffic, in line with stronger con- 
struction activity, and stronger non-ferrous metals traffic in Canada. 
An increase in revenue per revenue ton mile of 5% is related to a 
decrease in the average length of haul. 


Carloads* In thousands 


196 193 194 273 266 


95 96 97 98 99 


*Data prior to 1998 excludes IC 
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Coal — Revenues and volumes decreased by 

15% and 6%, respectively 

Revenues for the year ended December 31, 1999 decreased by $72 mil- 
lion from 1998. The decrease in 1999 was due to weak Canadian coal 
exports as a result of reduced Asian steel production and contract 

coal price reductions. The revenue per revenue ton mile decrease of 
9% was mainly attributable to reduced freight rates tied to coal prices. 


In thousands 


Carloads* 


284 258 287 534 558 


95 96 97 98 


3 


*Data prior to 1998 excludes IC 


se 
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Grain and fertilizers - Revenues were flat and Automotive — Revenues and volumes increased by 

volumes increased by 2% 26% and 23%, respectively 

Revenues remained essentially flat during 1999. The $2 million decrease | Revenues for the year ended December 31, 1999 increased $101 million 
reflects the reduction in canola oil and seed shipments consistent with over 1998. The increase is consistent with strong vehicle sales in both 
market conditions and lower Canadian wheat exports in the earlier part Canada and the United States and double-digit growth in Canadian 

of the year, as well as increased short-line payments related to the motor vehicle exports, and reflects the impact of a strike at a major auto- 
Company's network rationalization program. These were offset by the motive manufacturer in 1998. The revenue per revenue ton mile increase 
increase in U.S. exports of corn through the Gulf of Mexico and of potash —_ of 2% is mainly due to a shift in traffic patterns and to the weakness 
shipments tied to significant Canadian potash export growth in the of the Canadian dollar in the earlier part of 1999. 


fourth quarter of 1999. The decline in revenue per revenue ton mile 
of 2% mainly results from the decrease in regulated Canadian grain 
rates of 1.2% in August 1998. 


Grain and fertilizers 


Percentage of revenues | Carloads* In thousands 


Automotive 


Carloads* In thousands 


368 349 384 537 542 251 245 279 257 310 


28% Food grain 15% Potash <=. 95 96 97 98 | 
23% Oilseeds 11% Fertilizers 
(23% Feed'grain : *Data prior to 1998 excludes IC 


95 96 97 98 99 


*Data prior to 1998 excludes IC 


Intermodal — Revenues and volumes increased by Other items — Revenues increased by 10% 

3% and 11%, respectively Revenues for the year ended December 31, 1999 increased by $19 million 
Revenues in 1999 increased by $20 million when compared to the year over 1998. The majority of the increase was attributable to the final 
ended December 31, 1998. The increase was mainly due to strength in branch line subsidy payment of $21 million related to the 1996 claim for 
the overseas segment in line with growing container trade and new unprofitable lines. 


traffic obtained through the Port of Vancouver. The domestic segment 
also contributed to this growth driven by the impact of the strong U.S. 
economy, partially offset by weakness in the Canadian domestic market 
to the west. Strong competition and a shift in traffic patterns for both 
the overseas and domestic segments resulted in a revenue per revenue 
ton mile decrease of 7%. 


Intermodal 


| Percentage of revenues _ Carloads* In thousands 


582 633 736 918 994 


95 96 97 98 99 


*Data prior to 1998 excludes IC 
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Operating expenses 
Total operating expenses amounted to $3,769 million in 1999 compared 
to $3,660 million in 1998. When compared to 1998 operating expenses 
of.$3,070 million, excluding the special charge for workforce reductions, 
1999 operating expenses increased by $699 million, or 23%, predomi- 
nantly due to the consolidation of IC’s operating expenses in 1999. 

Pro forma operating expenses for the year ended December 31, 1998 
were $4,446 million. When compared to 1998 pro forma operating 


expenses of $3,856 million, excluding the special charge, 1999 operating 
expenses decreased by $87 million, or 2%. The decrease was mainly due 
to lower expenses in labor and fringe benefits, equipment rents and 
operating taxes, partially offset by increased purchased services costs. 

The 1998 operating expense data presented in the following table 
is on a pro forma basis. For comparative purposes only, variances 
relating to the individual operating expense categories are discussed 
and analyzed solely using the 1998 pro forma figures. 


Dollars in millions Year ended December 31, 1999 1998 

% of % of 
Amount revenue Amount revenue 
Laborandi fringe benetitSasca-ercemeasceceoas nent iene ctins Ge ccene pais atan awenaige cee conanacemobeemees ton $1,509 28.8% $1,586 30.9% 
Purchased! Senvices:tysnsevva:wonvatemtectucacm ums tercaive nit eaainut Sanieic oalcfauie/stiarara a aeauanen ar swssien ia arosare Misa arate ot 569 10.9% 515 10.0% 
Depreciation: ang! amonttZatton) crc rs avre anctsessrecases tte ae oaraleisiotate sis ise steesaraiecalaratejearos/aravee,assvetlars oy acai ainiaie Weim aeisin ie 490 9.3% 497 9.7% 
EQUIPMENT TENES 1 asccireccct ewmronieitons ce eeew an atren cmmemnee meneame cms ntcistreieec nimewsisnna s eitewiniersiiaiesicines is wtmencevie 328 6.3% 354 6.9% 
FUGD ciavianticts om antade al sueaeaec nau ene an S sautaoas tues IOOAMIO NOR ac Ob 0 BAR ORAUAGA Ach Li Se aemnnErecn ters rein saoas 308 5.9% 312 6.1% 
Material ........., Pict ee eR EM aes ctetctat eR Ne TS Ore ee Serateictotsetctarae te ctetae Micka s winsin kenat Gueupsiarermeeea re 204 3.9% 219 4.3% 
Operatingitaxesies siz ew newness ate aves s Rie hee cle e ORC IN e Aes. wo. an SL eI Rage 172 3.3% 199 3.9% 
Casualtyjandioth eta: t:ctiss' tye wer suey Meanie resets et mare cosines a Oanmurs cele amatdp a sea dalaelm dee enema are 189 3.6% 174 3.3% 
3,769 72.0% 3,856 75.1% 

Special, Char Gece sce. vtetaren tected secre eiaeiere wake niet eel hast Saree shara eo ergjciekitbieinscle Os & w Aad nieiee clewsinte siete = 590 

Total OPGrAUNO EXP eNOS gee reba arcs seers sass le ete asta cae tees ate aha yetlat cea som Tach os Rake earardtie a ele eenecaalh $3,769 $4,446 


Labor and fringe benefits: Labor and fringe benefit expenses in 1999 
decreased by $77 million, or 5%, when compared to 1998. The majority 
of the decrease was attributable to the Company's reduced workforce 
and higher workers’ compensation costs in 1998, partially offset by 
increased 1999 salary and benefit costs. 


Purchased services: Costs of purchased services increased by $54 mil- 
lion, or 10%, for 1999 when compared to 1998. The increase was mainly 
due to higher consulting and integration costs, outsourcing fees, as well 
as $20 million incurred in the fourth quarter of 1999 for costs related to 
the proposed combination of CN and Burlington Northern Santa Fe 
Corporation (BNSF). 


Depreciation and amortization: Depreciation and amortization expense 
in 1999 decreased by $7 million, or 1%, when compared to 1998. The 
impact of capital additions was more than offset by the effects of revised 
depreciation rates following the completion of a study in early 1999 of 
the Company's depreciation rates. 


Equipment rents: These expenses decreased by $26 million, or 7%, in the 
current year due to a higher level of car hire income in 1999 versus 1998 
and a lower level of short-term leases, mainly as a result of improved 
asset utilization from the new service plan. 


Fuel: An improvement in fuel efficiency as well as a lower average fuel 
price in 1999 (including the effects of the Company's fuel hedging pro- 
gram) produced a decrease in fuel expense of $4 million, or 1%, in 1999. 
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Material: Material costs decreased by $15 million, or 7%, in 1999 from 
the 1998 level. The decrease in 1999 was mainly as a result of lower 
running repairs due to a fewer number of locomotives and freight cars 
in service. 


Operating taxes: Operating taxes decreased by $27 million, or 14%, 

in 1999, mainly as a result of a decrease in the Alberta statutory diesel 
fuel tax rate, a refund of prior years’ taxes and lower municipal property 
tax rates in certain jurisdictions. 


Casualty and other: These expenses increased by $15 million, or 9%, 
during 1999. The increase was largely driven by the increase in the provi- 
sion for environmental costs in 1999 as well as the one-time recovery of 
costs from a third party in 1998. The increase was partially offset by 
lower costs related to legal claims in 1999. 


Other 

Interest expense: Interest expense for the year ended December 31, 
1999 was $314 million compared to $242 million in 1998. The 1999 
increase of $72 million was largely attributable to the consolidation of 
IC in 1999. Compared to 1998 on a pro forma basis, interest expense 
decreased by $17 million, mainly as a result of debt repayments from 
the proceeds of the common shares and convertible preferred securities 
issuances at the end of June 1999. 
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Equity in earnings of Illinois Central Corporation: The Company consoli- 
dated the results of IC in 1999. In 1998, the Company applied the equity 
method of accounting for its investment in IC. Equity in the earnings of 
IC for the year ended December 31, 1998 was $105 million. Pro forma 
figures have been presented in Note 4 to the 1999 consolidated financial 
statements as if the Company had consolidated the results of IC on 
January 1, 1998. 


Other income: |n 1999, the Company recorded other income of $55 mil- 
lion compared to other income of $17 million ($23 million pro forma) in 
1998. The increase in 1999 was mainly due to first quarter right-of-way 
revenues of $20 million and the comparative period's $26 million of 
unrealized foreign exchange loss on the translation of the Company's 
U.S. dollar denominated long-term debt. 


Income tax expense: The Company recorded income tax expense for 
the current year of $462 million compared to income tax expense of 
$74 million ($130 million pro forma) in 1998. The effective income tax 
rate was 38.2% for the current year and 40.7% (38.5% pro forma) in 
1998, excluding the equity in earnings of IC as well as the effect of the 
special charge in 1998. 


1998 compared to 1997 

Management's discussion and analysis of the financial results of 
1998 versus 1997 has been provided using 1998 and 1997 actual and 
as-reported figures, and not using pro forma financial information, as 
if the Company had acquired control of IC on January 1, 1997. 

The Company recorded consolidated net income for the year ended 
December 31, 1998 of $266 million ($1.45 per share) compared to 
$1,040 million ($6.11 per share) in 1997. Diluted earnings per share 
were $1.44 for 1998 compared to $6.03 in 1997. 

The years ended December 31, 1998 and 1997 include items impacting 
the comparability of the results of operations. In 1998, the Company recorded 
a special charge of $590 million, $345 million after tax ($1.89 per share or 
$1.87 per diluted share) for workforce reductions and an after-tax cumulative 


effect of change in accounting policy for pension costs of $42 million 
($0.23 per share). In 1997, the Company recorded a $589 million after-tax 
($3.47 per share or $3.42 per diluted share) cumulative effect of change 
in accounting policy for track replacement costs and had a discontinued oper- 
ations loss of $18 million, net of applicable income taxes ($0.11 per share). 

Excluding the effects of the items discussed above of $303 million 
($1.66 per share or $1.64 per diluted share) for 1998 and $571 million 
($3.36 per share or $3.31 per diluted share) for 1997, consolidated net 
income was $569 million ($3.11 per share or $3.08 per diluted share) for 
the year ended December 31, 1998 compared to $469 million ($2.75 per 
share or $2.72 per diluted share) for the year ended December 31, 1997. 

Operating income was $418 million for 1998 compared to $927 million 
in 1997. Excluding the special charge, operating income was $1,008 mil- 
lion for the year ended December 31, 1998, an increase of $81 million, 
or 9%, over 1997. The operating ratio, excluding the special charge, 
improved from 78.4% in 1997 to 75.3% in 1998. 

The 1998 consolidated financial statements reflect, effective January 1, 
1998, the Company's change in its accounting policy relating to account- 
ing for pension and post-retirement benefit costs in accordance with the 
provisions of Statement of Financial Accounting Standards (FAS) 87, 
“Employers’ Accounting for Pensions,” FAS 106, “Employers’ Accounting 
for Post-retirement Benefits Other than Pensions,” and the adoption of 
Statement of Position (SOP) 98-1, “Accounting for the Costs of Computer 
Software Developed or Obtained for Internal Use.” See Note 2 to the 
annual consolidated financial statements for the effects of accounting 
policy changes. 


Revenues 

Revenues for the year ended December 31, 1998 totaled $4,078 million 
as compared to $4,283 million in 1997, a decrease of $205 million, or 
5%. The decline was mainly attributable to lower revenues in grain and 
fertilizers, and coal. Revenue ton miles decreased by 6% while freight 
revenue per revenue ton mile remained relatively flat when comparing 
1998 over 1997. 


Year ended December 31, 1998 1997 1998 1997 1998 1997 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
Petroleum: and ‘chemicals. .\7 ca ncusteceemeren teem ese nemens cocue mek anne $ 578 $ 560 17,814 18,120 3.24 3.09 
Metals; and minerals*2:..;,.o. aaseeaacumcaachaltenae mae tartina de cerceteaean eaters 319 310 7,905 7,815 4.04 3.97 
Forest products :..c5%.aisastrtws aoe aerdeecs nant acietnneics scatesele Smee area aivemaamnplea 817 809 22,992 22,810 3.55 3.55 
Coals sivricisiersie setiarsjeturaton sfetuin ata sseidunptonsts «pe wnatingniat cu aoe evince Soeur emits 342 401 14,538 14,845 2.35 2.70 
Grain.and fertilizers: caceaustarttesondsqinas se urka donates aceauetue ar ner n eee 798 941 28,426 34,192 2.81 275 
Intermodal etsgst catsyeysaraarectopiaciasateleniot@als aire es tana Selene eneeeae ee CREE 712 716 19,076 18,657 3.73 3.84 
PULOTMOTIVG isciecaiars.azorotemeaerarctaoriste re ace = clo sre ecacatmravats Cece Re STEIN SIR OPS oI Cee CES 377 423 2,178 3,095 17.31 13.67 
Other items a. So op5e arcuate cehroawtesiowipn. gan atin eniccidee bec ea ance amen aenei 135 123 - - - ~ 
TOUAL isa vse nds east ersfecienMttonarge «ii caicleielss cia clad Bae ome sat ac trceeters exertions $4,078 $4,283 112,929 119,534 3.49 3.48 
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Petroleum and chemicals — Revenues increased by 3% and 
volumes decreased by 2% 

Revenues for the year ended December 31, 1998 increased by $18 mil- 
lion over 1997. The 1998 growth was largely attributable to strength in 
petroleum products traffic, particularly plastics and fuel oils. These gains 
were partially offset by softness in the chemicals markets, continued 
excess supply in the international sulfur market, and the impact of the 
Company's network rationalization program. Revenue per revenue ton 
mile increased by 5% due to a shift in traffic patterns, combined with a 
weaker Canadian dollar as compared to 1997. 


Metals and minerals — Revenues increased by 3% and 

volumes increased by 1% 

Revenues for the year ended December 31, 1998 increased by $9 million 
when compared to 1997. The 1998 growth stemmed from increased 
metals shipments generated by pipeline projects in western Canada, as 
well as an improvement in aluminum traffic as a result of strong market 
conditions in the United States. Revenue per revenue ton mile increased 
2% this year due to a decrease in length of haul. 


Forest products — Revenues increased by 1% and 

volumes increased by 1% 

Revenues for 1998 increased by $8 million over 1997. The 1998 growth 
was driven by increased lumber and panels traffic due to continued 
strength in U.S. housing activity and market share gains. Partially offset- 
ting these increases were a six-month strike at a major North American 
paper producer and the impact of the Company's network rationalization 
program. Revenue per revenue ton mile remained flat over 1997. 


Coal — Revenues decreased by 15% and 

volumes decreased by 2% 

Revenues for the year ended December 31, 1998 decreased by $59 mil- 
lion from 1997. The 1998 decrease was mainly attributable to lower 

coal export traffic as a result of weak international coal markets, particu- 
larly from reductions in Asian steel production. The revenue per revenue 
ton mile decrease of 13% was mainly attributable to reduced freight 
rates tied to coal prices. 
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Grain and fertilizers - Revenues decreased by 15% and 

volumes decreased by 17% 

Revenues for the year ended December 31, 1998 decreased by $143 mil- 
lion from the 1997 level. The 1998 decline reflected a very strong com- 
parative year in 1997 due to the 1996/1997 bumper crop and softness in 
export markets for wheat and feed grains. Canola oil and seed shipments 
improved throughout the year, consistent with overall market strength. 
The revenue per revenue ton mile improvement of 2% was mainly due to 
the regulated rate increase of 2% on export grain effective August 1997, 
as well as a decline in longer haul export traffic. 


Intermodal — Revenues decreased by 1% and 

volumes increased by 2% 

Revenues in 1998 decreased by $4 million when compared to the year 
ended December 31, 1997. A decline in 1998 in the domestic segment 
was due to weaker shipments to western Canada, as well as the adverse 
effect of customers’ concerns regarding a potential strike at the 
Company during labor negotiations, which were concluded in the latter 
part of the third quarter. Partially offsetting domestic weakness was 
strength in overseas traffic, particularly imports through the west coast. 
The decrease in revenue per revenue ton mile of 3% was largely due 

to a shift to longer haul traffic, particularly in the overseas market. 


Automotive — Revenues decreased by 11% and 

volumes decreased by 30% 

Revenues for the year ended December 31, 1998 decreased by $46 mil- 
lion from 1997. The 1998 decline was due primarily to the impact of a 
June and July strike at a major U.S. automobile manufacturer and reduced 
production at a major Company-served auto plant due to retooling. The 
increase in revenue per revenue ton mile of 27% was driven by changes 
in customer distribution patterns, a corporate decision to shed unprof- 
itable business, and weakness in the Canadian dollar. 
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Operating expenses 

Total operating expenses amounted to $3,660 million in 1998 compared 
to $3,356 million in 1997. Excluding the special charge for workforce 
reductions, operating expenses were $3,070 million for the year ended 


December 31, 1998, a decrease of $286 million, or 9%, from 1997. The 
decrease was mainly due to lower expenses in labor and fringe benefits, 
equipment rents, fuel and material. 


Dollars in millions Year ended December 31, 1998 1997 

% of % of 
Amount revenue Amount revenue 
Labor and: fringe: benefits. ras..stscueascewmanscanentmuitienattneian cian urchin aire att onesie atiatae neers $1,293 31.7% $1,328 31.0% 
PUrchas@d Services: wis'csccca core voreercraceutye stata asesn Shere tos abate tareeees at fur ate atctaketelerateor me tcicte al teceiejreretaratatetsnae Stone ate Oa) eee 450 11.0% 462 10.8% 
Depreciation: and! amortization’ aas.-rectetcsecsie lercsste rales tictaleitetets(elastaletaleiaraterelatmate tars siotetetette aisle otetalalniinnataleyeatatataraiaoretstetats 316 7.8% 315 74% 
Equipment rents. ci sjccsa:c wuts cme rotzeesecnciratecate steve istoydielssusteneyntlstoteisin sleet ata aatetejae annie (ehetta(ecaigiotsjetotetelelastetsieterazataymiaeteteeiyehs 291 7.1% 334 7.8% 
Fuel isaatanieie secmemmnne beeen ec mene eee Ree UR SSE RRA ETE AMMA arta SOA Sg Re TE 263 6.5% 349 8.1% 
Materials sissar sssreeatacemerctatiemnbien snctemucaoapieioes.c vinta leseee eee ee tere cme ame et ori ateleaein tient cases 176 4.3% 256 6.0% 
Operating)|taxesy.geisseicstsepeery lees ae. yaGinte eins Oenct- atrial etn teeta falataleieies etaletate a cralare alesis tobeaeysvernin cn sar met chaste ee een 170 4.2% 185 4.3% 
Casualty arridl o thence jsicsraisiecctessice.opstecotetotars Se osacw slerererbatesdsayettrarelatecnlafas afafeftolaie/ela(erarsya slarokc Oucssdtamatoe arasesdrssiatersiorataatsip rationed 111 2.7% 127 3.0% 
3,070 75.3% 3,356 78.4% 

Special charges... sceajnsciserseptejopen’a deressic oarsulesreavieye uaiasrsies ne iain sich res ian ele Rceh nL del hielo eisai ie ieee ares 590 = 

Total: operating: expenses cn cian dice cub aijdca tem ascetaeehncergae aime pare lar ler aun eeaitoccoiee Seer aelecinama aaa omar $3,660 $3,356 


Labor and fringe benefits: Labor and fringe benefits expenses in 1998 
decreased by $35 million, or 3%, when compared to 1997. The decrease 
was largely attributable to lower volumes, the impact of the Company's 
downsizing efforts, and an increase in capitalization due to a higher pro- 
portion of the workforce assigned to capital projects. Partially offsetting 
the decrease in labor and fringe benefits expenses were wage increases 
and higher pension expense, mainly attributable to benefits related to 
the new collective agreements, as well as an adjustment to workers’ 
compensation expense. 


Purchased services: Costs of purchased services decreased by $12 mil- 
lion, or 3%, for 1998 when compared to 1997. The decrease was mainly 
due to lower professional fees, cost reductions on a locomotive mainte- 
nance contract, and lower vehicle leasing costs and deadheading costs. 
This was partially offset by decreased cost recoveries related to joint 
facility projects and increased costs related to detouring traffic as a 
result of the 1998 ice storm in eastern Canada. 


Depreciation and amortization: Depreciation and amortization expense 
in 1998 remained relatively flat in comparison to 1997 as the increased 
depreciation expense related to the 1998 capital additions, as well as 
the acquisition of new locomotives in the latter part of 1997, was offset 
by the effects of lower depreciation rates for certain track assets com- 
mencing in 1998. 
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Equipment rents: These expenses decreased by $43 million, or 13%, in 
1998, largely as a result of an increase in locomotive short-term lease 
income and decreased car hire expenses on covered hopper grain cars, 
decreased volumes and improved asset utilization. 


Fuel: The decline in the average price of fuel of 12% (including the 
effects of the Company’s fuel hedging program), as well as reduced vol- 
ume levels and a 10% improvement in fuel efficiency, largely produced a 
decrease in fuel expense for 1998 of $86 million, or 25%, from 1997. 


Material: Material costs decreased by $80 million, or 31%, in 1998 
from the 1997 level. The decrease in 1998 was mainly as a result of the 
Company's network rationalization initiatives, the capitalization of 
certain costs related to locomotive refurbishments, and the temporary 
closure of certain repair facilities. 


Operating taxes: Operating taxes decreased by $15 million, or 8%, in 
1998, mainly as a result of a decrease in diesel fuel taxes and municipal 
property taxes. 


Casualty and other: These expenses decreased by $16 million, or 13%, 
during 1998. The decrease was mainly as a result of an improved safety 
record, lower costs of train accidents and legal claims related to injuries 
to persons, the capitalization of certain costs related to information 
technology system development projects, decreased utility costs, higher 
recoveries from third parties, and the write-off of certain accounts 
receivable in 1997. 
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Special charge: The Company recorded a $590 million pre-tax charge 
($345 million after tax) to operations in the third quarter of 1998 for 
workforce reduction plans aimed at reducing future operating costs and 
increasing productivity. The charge includes severance and other pay- 
ments to be made for approximately 3,000 reductions, 1,400 of which 
occurred in 1998, 1,300 in 1999, with the remainder to be completed in 
2000. Labor productivity and operating efficiency initiatives span the 
entire organization, with reductions in the administration, transportation, 
engineering and equipment functions. 


Other 

Interest expense: Interest expense for the year ended December 31, 
1998 was $242 million compared to $117 million in 1997, an increase of 
$125 million. The increase reflects the impact of the financing related to 
the acquisition of IC, as well as the financing related to the locomotive 
upgrade program and other capital leases, which was partially offset by 
repurchases of some of the Company's outstanding long-term debt in 
the latter part of 1997. 


Equity in earnings of Illinois Central Corporation: The Company applied 
the equity method of accounting for its investment in IC. Accordingly, 
equity in the earnings of IC of $105 million was recorded in 1998. 


Other income: Other income for the year ended December 31, 1998 was 
$17 million compared to $24 million in 1997, a decrease of $7 million. 
The decrease was mainly due to the second-quarter 1997 gain on sale of 
the Company's interest in.a joint venture of $21 million, partially offset 
by a decreased foreign exchange loss in 1998 versus 1997. The Company 
recorded a foreign exchange loss of $26 million for 1998 compared to a 
loss of $38 million in 1997. The decreased foreign exchange loss resulted 
largely from both the effect of the changes in the value of the Canadian 
dollar on the Company's U.S. dollar denominated long-term debt and 
operations, and the Company's designation of a hedge of the net invest- 
ment in IC with the U.S. dollar denominated long-term debt. 

Effective April 1, 1998, the Company designated U.S.$1.8 billion of 
its U.S. dollar denominated long-term debt as a foreign exchange hedge 
of its net investment in IC. Effective June 4, 1998, and corresponding 
with the completion of the second step of the IC acquisition, the 
Company increased that designated amount to include all of its U.S. dol- 
lar denominated debt. The result is that unrealized foreign exchange 
gains and losses, from the date of designation, on the translation of the 
Company's U.S. dollar denominated debt are included in Accumulated 
other comprehensive income, along with the unrealized foreign gains 
and losses on the translation of the Company's net investment in IC, 
which forms part of Shareholders’ equity. 
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Income tax expense from continuing operations: Income tax expense 
for the year ended December 31, 1998 was $74 million compared to 
$365 million for the year ended December 31, 1997. The effective income 
tax rate for 1998 was affected by the Company's equity in earnings of 
IC. Excluding the equity in earnings of IC and the special charge, the 
effective income tax rate was 40.7% in 1998. The effective income tax 
rate in 1997 was 43.8%. 


Liquidity and capital resources 


Operating activities: Cash provided from operations was $1,278 million 
for the year ended December 31, 1999 compared to $1,237 million for 
1998. Cash from operations includes the effect of the reduction of the 
sale of accounts receivable of $14 million in 1999 and includes the pro- 
ceeds from the sale of accounts receivable of $219 million in 1998. Net 
income, excluding non-cash items, generated cash of $1,657 million in 
1999, up from $1,084 million in 1998. A significant portion of the cash 
generated in 1999 and 1998 was consumed by payments with respect to 
workforce reductions of $219 million in 1999 and $187 million in 1998. 
As a result of the 1999 payments, the workforce reduction accruals have 
been reduced to $699 million as at December 31, 1999. Cash payments 
with respect to workforce reductions are expected to be approximately 
$182 million in 2000. 


Investing activities: Cash used in investing activities in 1999 amounted 
to $898 million compared to $691 million in 1998, excluding the invest- 
ment in IC. Capital expenditures amounted to $936 million for the year 
ended December 31, 1999, an increase of $192 million over 1998. 
Capital expenditures included roadway renewal, rolling stock, and other 
capacity and productivity improvements. 

The Company anticipates that capital expenditures for 2000 will be 
approximately $950 million. This will include funds required for ongoing 
renewal of the basic plant and other acquisitions and investments 
required to improve the Company's operating efficiency and customer 
service. 

As at December 31, 1999, the Company had commitments to acquire 
locomotives and freight cars at an aggregate cost of $111 million, rail at 
a cost of $38 million, railroad ties at a cost of $39 million, automotive 
equipment at a cost of $18 million, and intermodal equipment at a cost 
of $1 million. 
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Dividends: During 1999, the Company paid dividends totaling $118 mil- 
lion to its shareholders at the rate of $0.30 per share per quarter for the 
first three quarters and $0.15 per share in the fourth quarter, following 
the two-for-one stock split. 


Financing activities: On June 23, 1999, the Company issued 4.6 million 
common shares (9.2 million common shares after giving effect to the 
two-for-one stock split) and 4.6 million convertible preferred securities. 
The common shares were issued at a pre-split $91.45 per share 
(U.S.$62.56 per share), or $45.73 per share (U.S.$31.28 per share) after 
giving effect to the two-for-one stock split, and the convertible preferred 
securities were issued at U.S.$50 per security. Net of underwriting fees 
and other issue costs, the Company received $726 million (U.S.$497 mil- 
lion). During 1999, the Company recorded $235 million in capital lease 
obligations ($156 million in 1998) for capital leases for new equipment 
and the exercise of purchase options on existing equipment. 

The proceeds from the sale of common shares and convertible pre- 
ferred securities were used to repay $185 million (U.S.$125 million) of 
commercial paper on June 23, 1999 and $456 million (U.S.$310 million) 
of the Company’s revolving credit facility on June 25, 1999. During 1999, 
the Company repaid $497 million (U.S.$341 million) of commercial paper 
and $321 million (U.S.$220 million) of the revolving credit facility. 


Subsequent event — Share repurchase program 


On January 25, 2000, the Board of Directors of the Company approved 

a share repurchase program which allows for the repurchase of up to 

13 million common shares of the Company's common stock pursuant to 
a normal course issuer bid, at prevailing market prices. Total shares 
repurchased through March 1, 2000 were 2.8 million shares at an average 
cost of $35.56 per share. 


Proposed combination of Canadian National and 
Burlington Northern Santa Fe 


On December 18, 1999, CN and BNSF entered into a Combination 
Agreement (the Combination) providing for the combination of the two 
companies. To comply with Canadian legal requirements that, among 
other things, prohibit any person and that person’s associates from hold- 
ing more than 15% of the voting rights in CN, while ensuring that the 
Combination will be tax efficient for each company’s shareholders, 

the combined enterprise will consist of two public companies: North 
American Railways, Inc. (NAR), a newly incorporated company, and CN. 
Upon completion of the Combination, NAR will be the parent company 
of BNSF and will own all of the limited voting equity shares of CN. 
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Under the Combination, BNSF shareholders will receive one share 
of NAR common stock and one CN voting share for each BNSF share, 
and CN shareholders will receive, for each CN common share, 1.05 CN 
voting shares and either 1.05 shares of NAR common stock or 1.05 CN 
exchangeable shares. The CN exchangeable shares will be exchangeable 
at any time on a one-for-one basis for shares of NAR common stock. CN 
shareholders who elect to receive the CN exchangeable shares will also 
receive the right to vote on matters submitted to NAR shareholders in 
proportion to their economic interest in the combined companies. All 
shareholders will have voting interests in both NAR and CN, and eco- 
nomic interests in the combined companies. Dividends paid on the NAR 
common stock and the CN exchangeable shares will be equivalent. 

Each share of NAR common stock will be “stapled” to a CN voting 
share and will trade as a single security. Similarly, each CN exchangeable 
share will be “stapled” to a CN voting share and will trade as a single 
security. In addition, CN will issue to NAR limited voting equity shares 
carrying 10.1% of the voting rights in CN and 100% of CN’s equity. 

The result of these arrangements will be that, at all times, each company 
will have the same public shareholder base, with each public shareholder 
effectively having the same economic benefits and voting rights on a 

per security basis. 

The Combination is subject to, among other things, approval by the 
shareholders of CN and BNSF, as well as approvals by Quebec Superior 
Court and the U.S. Surface Transportation Board (STB). CN and BNSF 
currently expect that all regulatory approvals can be obtained and the 
transaction completed by mid-2001. Shareholders are expected to vote 
on the proposed Combination during the second quarter of 2000. 

In accordance with the terms of the Combination, BNSF has agreed 
to pay CN a cash termination fee equal to U.S.$450 million and CN has 
agreed to pay BNSF a cash termination fee equal to U.S.$200 million in 
the event that the Combination is terminated under the following cir- 
cumstances: i) an alternative proposal is made by a third party with 
respect to either BNSF or CN and thereafter the BNSF or CN shareholders 
vote not to adopt the Combination; or ii) where either of the BNSF or CN 
board of directors withdraws, adversely modifies or changes its approval 
or recommendation of the Combination, the transactions that it contem- 
plates or the arrangement resolution; or iii) where BNSF or CN breach 
certain of their obligations with respect to soliciting and responding 
to proposals for alternative transactions related to the other party. In 
addition, if conditions are imposed by the STB that would significantly 
and adversely affect the economic benefits of the Combination to BNSF, 
CN and their shareholders, taken as a whole, BNSF or CN may elect not 
to consummate the transaction and pay termination fees of U.S.$300 mil- 
lion and U.S.$150 million, respectively. 
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In connection with the Combination, BNSF and CN have granted 
reciprocal stock options to each other with respect to, in the case of CN, 
approximately 29 million CN common shares and, in the case of BNSF, 
approximately 65 million shares of BNSF common stock. The number of 
shares subject to the stock options is subject to adjustment in each case 
so that the number of shares subject to the option will always be equal 
to but not exceed 12.5% of the outstanding common shares of the 
option issuer after giving effect to the issuance of shares of common 
stock under the option. The exercise price of an option is, in each case, 
the average of the closing price of the option issuer's common stock on 
the New York Stock Exchange on the five trading days preceding the 
date of notice of exercise. CN’s grant of a stock option to BNSF is subject 
to the approval of The Toronto Stock Exchange, and BNSF’s grant of a 
stock option to CN is not effective until The Toronto Stock Exchange 
gives its approval to CN. Each party's option is exercisable under the 
same circumstances in which that party is entitled to receive a termina- 
tion fee of U.S.$450 million or U.S.$200 million as discussed above. 

Upon consummation, the Combination will be accounted for by NAR 
using the purchase method of accounting in accordance with Opinion 
No. 16, “Business Combinations,” of the Accounting Principles Board of 
the American Institute of Certified Public Accountants. Under this method, 
NAR will prepare its financial statements reflecting the assets and liabili- 
ties of BNSF at their historical cost basis, and the fair value of the NAR 
common stock issued or issuable to CN shareholders will be allocated to 
the assets and liabilities of CN based on their relative fair value. 

Following consummation of the Combination, the financial state- 
ments of CN will continue to be prepared on CN’s historical cost basis. 


Acquisition of Illinois Central Corporation 


STB approval 

On July 15, 1998, CN and IC filed a formal application with the STB seek- 
ing regulatory approval of CN's acquisition of control of IC and the inte- 
gration of the companies’ rail operations. On March 25, 1999, the STB 
gave verbal approval to the application of control. On May 25, 1999, the 
CN/IC merger received final, written approval of the STB. That decision 
was consistent with the March 25, 1999 voting conference. On July 1, 
1999, the IC shares acquired by CN pursuant to the cash tender offer 
and second-step merger previously held in a voting trust pending final 
approval of the transaction by the STB were released and the Company 
began to exercise control over IC operations and assets. 
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Accounting treatment 

The acquisition of |C was accounted for as a purchase. Prior to gaining 
control of IC, the Company accounted for its investment in IC using the 
equity method. Effective July 1, 1999, the Company assumed control of 
IC and, retroactive to January 1, 1999, the financial statements of IC 
are consolidated with those of the Company. For comparative purposes 
only, pro forma figures have been presented in Note 4 to the 1999 
consolidated financial statements as if the Company had consolidated 
the results of IC on January 1, 1998. 


Business risks 


Certain information included in this report may be “forward-looking 
statements” within the meaning of the United States Private Securities 
Litigation Reform Act of 1995. Such forward-looking statements are not 
guarantees of future performance and involve known and unknown risks, 
uncertainties and other factors which may cause the outlook, the actual 
results or performance of the Company or the rail industry to be materi- 
ally different from any future results or performance implied by such 
statements. Such factors include the factors set forth below as well as 
other risks detailed from time to time in reports filed by the Company 
with securities regulators in Canada and the United States. 


Competition 

The Company faces competition from a variety of carriers, including 
Canadian Pacific Limited, which operates the other major rail system in 
Canada serving most of the same industrial and population centers as 
CN, long distance trucking companies, river barges, pipeline carriers and, 
in certain markets, major U.S. railroads and other Canadian and U.S. rail- 
roads. Competition is generally based on the quality and reliability of 
service provided, price and the condition and suitability of carriers’ 
equipment. Competition is particularly intense in eastern Canada, where 
an extensive highway network and population centers located relatively 
close to one another have encouraged significant competition from 
trucking companies and rail network over-capacity. In addition, much of 
the freight carried by the Company consists of commodity goods that are 
available from other sources in competitive markets. Factors affecting the 
competitive position of suppliers of these commodities, including 
exchange rates, could materially affect the demand for goods supplied by 
the sources served by the Company and, therefore, the Company's vol- 
umes, revenues and profit margins. 
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To a greater degree than other rail carriers, the Company’s principal 
railroad subsidiary in the United States is vulnerable to barge competi- 
tion because its main routes are parallel to the Mississippi River system. 
The use of barges for some commodities, particularly coal and grain, 
often represents a lower cost mode of transportation. Barge competition 
and barge rates are affected by navigational interruptions from ice, 
floods and droughts, which can cause widely fluctuating barge rates. The 
ability of the Company's principal railroad subsidiary in the United States 
to maintain its market share of the available freight has traditionally 
been affected by the navigational conditions on the river. As a result of 
barge competition, the revenue per ton mile of the Company's principal 
railroad subsidiary in the United States has generally been lower than 
industry averages for these commodities. 

In recent years, there has been significant consolidation of rail 
systems in the United States. The resulting larger rail systems are able to 
offer seamless services in larger market areas and effectively compete 
with the Company in certain markets. There can be no assurance that the 
Company will be able to compete effectively against current and future 
competitors in the railroad industry and that further consolidation within 
the railroad industry would not adversely affect the Company's competi- 
tive position. No assurance can be given that competitive pressures will 
not lead to reduced revenues, profit margins or both. 


The CN-BNSF combination requires STB approval. That approval 
may not be obtained and, if obtained, may impose conditions 
adversely affecting the expected benefits of the combination. 

CN and BNSF are required to obtain STB approval before the combina- 
tion may be completed. In addition to its customary considerations, and 
in a departure from its handling of prior railroad consolidation proceed- 
ings, the STB has decided that, in reviewing the transaction, it will con- 
sider evidence to be submitted by CN and BNSF, and other interested 
parties concerning the potential effects of future merger transactions 
that are likely to occur as a competitive response to the combination. 
There can be no assurance that the STB will approve the combination 

or that such approval, if obtained, will not be subject to burdensome 
requirements and other conditions that will diminish the expected bene- 
fits of the combination. Pending STB approval, CN and BNSF will operate 
as independent companies. Any delay in obtaining STB approval would 
delay receipt of the benefits of the combination. 
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Difficulties in effectively coordinating the businesses or 

other factors could also adversely affect the expected benefits 

of the CN-BNSF combination. 

The combination involves the coordination of two previously indepen- 
dent businesses to provide shippers enhanced rail services over a coordi- 
nated network. There can be no assurance that CN and BNSF will be able 
to coordinate their businesses without encountering operational difficul- 
ties or experiencing the loss of key CN or BNSF employees or customers, 
or that there will be realization of rail service and other efficiencies that 
are expected to be derived from this coordination. For these and other 
reasons, there can be no assurance that the estimated annual synergies 
expected to result from the combination will be realized. 


Environment 

The Company’s operations are subject to federal, provincial, state, munic- 
ipal and local regulations under environmental laws and regulations con- 
cerning, among other things, emissions into the air; discharges into 
waters; the generation, handling, storage, transportation, treatment and 
disposal of waste, hazardous substances and other materials; decommis- 
sioning of underground and aboveground storage tanks; and soil and 
groundwater contamination. A risk of environmental liability is inherent 
in the railroad and related transportation operations; real estate owner- 
ship, operation or control; and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance and 
clean-up requirements in its railroad operations and relating to its past 
and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely to 
be incurred over the next several years for environmental matters, the 
Company's ongoing efforts to identify potential environmental concerns 
that may be associated with its properties may lead to future environ- 
mental investigations, which may result in the identification of additional 
environmental. costs and liabilities. 

The Company's subsidiary, Illinois Central Railroad (ICRR), is one of 
nine defendants in a class action arising from a tank car fire in New 
Orleans in 1987. A group of five of the defendants, including the ICRR, 
have reached an agreement to settle their potential liability for a total of 
U.S.$152.5 million. The settlement is subject to approval by the Civil 
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District Court for the Parish of Orleans, which has set it for hearing on 
March 22, 2000. In ICRR’s judgment, it has made adequate provision for 
disposition of the matter. 

In the operation of a railroad it is possible that derailments, explo- 
sions or other accidents may occur that could cause harm to human 
health or to the environment. As a result, the Company may incur costs 
in the future which may be material to address any such harm, including 
costs relating to the performance of clean-ups, natural resource damage 
and compensatory or punitive damages relating to harm to individuals 
or property. 

Because the ultimate cost of known contaminated sites cannot be 
definitely established, and because additional contaminated sites yet 
unknown may be discovered or future operations may result in acciden- 
tal releases, no assurance can be given that the Company will not incur 
material environmental liabilities in the future. 

As at December 31, 1999, the Company had aggregate accruals for 
environmental costs of $96 million ($65 million at December 31, 1998, 
excluding IC). The Company has not included any reduction in costs for 
anticipated recovery from insurance. 


Legal actions 

In the normal course of its operations, the Company becomes involved in 
various legal actions, including claims relating to injuries and damage to 
property. The Company maintains provisions for such items which it con- 
siders to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1999 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position 
or results of operations. 
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Labor negotiations 

The Company's collective agreements with all Canadian unions expired 
on December 31, 1997. Following bargaining from late 1997 to mid- 
1998, all of the unionized workforce in Canada had concluded and ratified 
three-year collective agreements as of the end of 1998. 

The Company is also in negotiation or has concluded agreements 
with bargaining units in the United States representing employees at: 
Grand Trunk Western (GTW), Duluth Winnipeg and Pacific (DWP), Illinois 
Central (IC) and CCP Holdings, Inc. (CCP). 

The Company has in place ratified agreements with bargaining 
units representing 56% of the unionized workforce at GTW and DWP. 
Meetings are ongoing with the balance of the bargaining units with 
which the Company has not yet achieved final settlements. Under the 
Rail Labor Act, there are no time limits to free collective bargaining. 
Furthermore, there are no statutory limits governing the mediation 
process. If, after its mediatory efforts, the National Mediation Board con- 
cludes that the parties have reached an impasse, it then proffers binding 
arbitration to resolve the dispute. If either party rejects that proffer, the 
parties may then, after a period of time, exercise self help. 

The Company is in mediation with the Allied Services Division of the 
Transportation Communications Union at GTW (about 30 employees) and 
the Transportation Communications Union — Carman Division at DWP 
(about nine employees). 

Approximately 90% of IC employees are unionized, represented by 
11 unions. To date, all of IC's principal railroad subsidiary's 11 bargaining 
units have ratified local agreements that resolve wage and work-rule 
issues through 1999 for all non-operating crafts, except the BMWE, for 
which the agreement is valid through 2002, and through 2000 for 
engineers and trainmen. 

At CCP, negotiations are ongoing with the United Transportation 
Union, Brotherhood of Locomotive Engineers, Brotherhood of Railway 
Signalmen and Transportation Communications Union (clerical and car- 
men). The balance of bargaining units have ratified agreements in place 
through to the end of 2002. Until new agreements are reached, cost-of- 
living allowance provisions and other terms in previous agreements 
will continue. 
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Regulation 

The Company's Canadian rail operations are subject to regulation by the 
Canadian Transportation Agency (CTA) and the federal Minister of 
Transport under the CTA, the Railway Safety Act (Canada) and certain 
other statutes. The Company's U.S. rail operations are subject to regula- 
tion by the STB. In addition, the Company is subject to a variety of 
health, safety, labor, environmental and other regulations, all of which 
can affect its competitive position and profitability. 


Financial instruments 

Although the Company conducts its business and receives revenues pri- 
marily in Canadian dollars, a portion of its revenues, expenses, assets 
and debt are denominated in U.S. dollars. Thus, the Company’s results are 
affected by fluctuations in the exchange rate between these currencies. 
Changes in the exchange rate between the Canadian dollar and other 
currencies (including the U.S. dollar) make the goods transported by the 
Company more or less competitive in the world marketplace and thereby 
affect the Company's revenues. 

The Company has limited involvement with derivative financial 
instruments and does not use them for trading purposes. The Company 
has entered into a forward exchange contract (currency swap) with 
respect to its 15-year Swiss franc bonds. This forward exchange contract 
acts as a hedge to effectively fix the amount of Canadian dollars required 
over the term of the debt to make all necessary payments in the foreign 
currency of issue. The Company has not incurred any significant net gains 
or losses in respect of this transaction. Losses due to non-performance 
by the counterparty to its foreign currency swap are not anticipated. 
Collateral or other security to support financial instruments subject to 
credit risk is usually not obtained; however, the credit standing of coun- 
terparties is regularly monitored. 

The Company uses derivative financial instruments from time to 
time to hedge the exposure to interest rate fluctuations on anticipated 
transactions. 

The Company has a hedging program in place to mitigate the effects 
of fuel price changes on its operating margins and overall profitability. 
Various swaps and collar agreements are in place to mitigate the risk of 
fuel price volatility. The realized gains in 1999 were $5 million. Hedging 
positions and credit ratings of counterparties are monitored and losses 
due to counterparty non-performance are not anticipated. During 1999, 
the Company hedged approximately 38% of the estimated 1999 fuel 
consumption, and at December 31, 1999, 27% of the estimated 2000 
fuel consumption was hedged. Unrecognized gains from the Company's 
fuel hedging activities were $9 million as at December 31, 1999. 
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Other risks 

In any given year, the Company, like other railroads, is susceptible to 
changes in the economic conditions of the industries and geographic 
areas that produce and consume the freight it transports. Many of the 
goods and commodities carried by the Company experience cyclicality in 
demand. However, many of the bulk commodities the Company-trans- 
ports move offshore and are impacted more by global economic condi- 
tions than North American economic cycles. The Company's results of 
operations can be expected to reflect this cyclicality because of the sig- 
nificant fixed costs inherent in railroad operations. The Company's rev- 
enues are affected by prevailing economic conditions, and should an 
economic slowdown or recession occur in North America or other key 
markets, the volume of rail shipments carried by the Company is likely 
to be reduced. 

In addition to the inherent risks of the business cycle, the Company 
is occasionally susceptible to severe weather conditions. For example, in 
late 1996 and the first quarter of 1997, CN’s operations in western 
Canada were impacted by heavy snowfalls and severe cold weather 
which caused blockages on the main line serving Vancouver and led to 
equipment failures, temporarily halting train operations. In the first 
quarter of 1998, a severe ice storm hit eastern Canada which disrupted 
operations and service for the railroad as well as CN customers. 

Generally accepted accounting principles require the use of historical 
cost as the basis of reporting in financial statements. As a result, the 
cumulative effect of inflation, which has significantly increased asset 
replacement costs for capital-intensive companies such as the Company, 
is not reflected in operating expenses. Depreciation charges on an 
inflation-adjusted basis, assuming that all operating assets are replaced 
at current price levels, would be substantially greater than historically 
reported amounts. 
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The accompanying consolidated financial statements of Canadian 
National Railway Company and all information in this annual report 
are the responsibility of management and have been approved by the 
Board of Directors. 

The financial statements have been prepared by management in 
conformity with generally accepted accounting principles in the United 
States. These statements include some amounts that are based on best 
estimates and judgments. Financial information used elsewhere in the 
annual report is consistent with that in the financial statements. 

Management of the Company, in furtherance of the integrity and 
objectivity of data in the financial statements, has developed and main- 
tains a system of internal accounting controls and supports an extensive 
program of internal audits. Management believes that this system of 
internal accounting controls provides reasonable assurance that financial 
records are reliable and form a proper basis for preparation of financial 
statements, and that assets are properly accounted for and safeguarded. 

The Board of Directors carries out its responsibility for the financial 
statements in this report principally through its Audit and Finance 
Committee, consisting solely of outside directors. The Audit and Finance 
Committee reviews the Company's annual consolidated financial state- 
ments and recommends their approval by the Board of Directors. Also, 
the Audit and Finance Committee meets regularly with the Chief, Internal 
Audit, and with the shareholders’ auditors. 

These consolidated financial statements have been audited by the 
shareholders’ auditors, KPMG LLP, whose report is presented below. 


yes 


Claude Mongeau 
Senior Vice-President and Chief Financial Officer 


January 25, 2000 
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Auditors’ Report 


To the Board of Directors of Canadian National Railway Company 


We have audited the consolidated balance sheets of Canadian National 
Railway Company as at December 31, 1999 and 1998 and the consoli- 
dated statements of income, comprehensive income, changes in share- 
holders’ equity and cash flows for each of the years in the three-year 
period ended December 31, 1999. These financial statements are the 
responsibility of the Company's management. Our responsibility is to 
express an opinion on these financial statements based on our audits. 

We conducted our audits in accordance with Canadian generally 
accepted auditing standards. Those standards require that we plan and 
perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examin- 
ing, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well 
as evaluating the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, 
in all material respects, the financial position of the Company as at 
December 31, 1999 and 1998, and the results of its operations and the 
changes in its financial position for each of the years in the three-year 
period ended December 31, 1999, in accordance with generally accepted 
accounting principles in the United States. 


KPME uP 


KPMG LLP 
Chartered Accountants 


Montreal, Canada 
January 25, 2000 
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In millions, except per share data Year ended December 31, 1999 1998 1997 
Revenues 
Petroleum and chemicals:c. of.<:t conc avs ccncuuaee cere niente CeCe ee eee Eee eee ree $ 878 $ 578 $ 560 
Metals and. minerals. 5... scswne%caac aacctras nsctooreo ns aierela erarelers wale eiernaTo cere’ ciate RB een oe ieee eesti aie eae 398 319 310 
Forest, products. << sisecas/a:a a a: pstrsyspatn ameter Bia oinsky ca aes ie acca nei age ais ol Ole rine eee alee sa eae eee 995 817 809 
Coal ie. e:svs sss donleovarsszccavalegrioterey ate nate bese os HOSRTETSA a eee OTS One a lo Toe eRe Ce eee 402 342 401 
Grain and fertilizers: vc.c.aiercccscajorctaje le oerrio seh eeaebtpeteel eae tes neo oe eee nee 1,066 798 941 
Wnvterivio ball siccct.%s siaccsave spccaedssssrocdetesmpeevetevasa tenets gs orsraietereconslz slate ero ste oar eee Siete ee ae 810 712 716 
FATA Celi (101 "1 eae re Seer RC Ret Mn ie. forin S BDU comm DOA TAC bagaa adh santosmanaan 483 377 423 
Other items: ic cess cache ce tet, 2 aon operate cause icteecraat ee eas eVORer CT olese eer aN Toe 204 135 123 
Total revenues ics. tiaeins Ree ets oem wee Riaia cra veers et TS oe leis oT eae ence oe rere 5,236 4,078 4,283 
Operating expenses 
Labor and tringe benefits... 5222 au.5025.'02 cous enemas sien pais eres tees tae een ne oemenetecres caeeeetee 1,509 1,293 1,328 
Purchased. SOrViC@S: s:jecccra ass cratec apne ate chtoisioteniataie = RO ee elmira Ce CEE RRR ice etree 569 450 462 
Depreciation and amortization: .ci..cs-cocsuome coset arcenoceec ee er eee eee ere eee eer een Ee nee 490 316 315 
EQUIPMENT FENtS: cc ssaiszars cog veaain cons sd aia ele cea asleietare oer male ere citate c1eteiecora ts eletee ters siateie erat erent teeters 328 291 334 
EOS rr ae am Re eC Re Sere eee) 2 Se ae 5 cated Saye SO nn MUM Ooe bap oc Dao Oudheabehade 308 263 349 
Material secs :e:acesese'-aisinvenass a kisser aeke ule ve STateratateate atte 7A PES ETAT oe PS ots ETRE STC TET STAI tn a 204 176 256 
Operatitig taxes «ss asscsdiemiewatetags crash transla orien erecta eter eae byetctercIornia fe et eraier ayer eR aE ateeete ate evOI 172 170 185 
CaStialty ame other s:ssci:cchee catete-s.cchic b o— a seiceeceyt ci Sere oe oa ae RS ee 189 111 127 
Special charge (Note 14). %:u:0\'scas vs abide SoRREn eR AMEN OPE CEN Nanton Meer mE ca entre Comes Meee - 590 - 
Total operating expenses tsi ccicacaa soe tpucnseaetinere corte etal tere cine oterctoee ai tetera a meee er eee 3,769 3,660 3,356 
Operating INCOME. cisc..cccncenste dese CoeeR ee ee OE EC eer 1,467 418 927 
Interest expense (Note: 15)’ s..< oiu.ccnuh. eames eaten On eee ee mee eee eC Lk TT CTS Mera (314) (242) (117) 
Equity in earnings of Illinois Central Corporation (Note 4) ..........cc cece c eee e tence cnet eenneeenaeeeenaes - 105 = 
Other income: (NOtE: 1.6) wiset 3 Soe sacick cetatrera oe Rae ICT A eT SP Ea CICS Som Eare Se Si ere el rN 55 17 24 
Income from continuing operations before inCOMe taxeS ...... 1.6. ccc eee eneeeee eee e cnet eee eneeeneenas 1,208 298 834 
Income tax expense from continuing operations (Note 17)...........cccee ences ences cnet eenaeeeeneeeeeaees (462) (74) (365) 
Income from continuing operations. Ronacc vrei eae scents dean ee weet Cans vaste hye sais eaenacu ee eereee 746 224 469 
Discontinued operations (net of applicable income taxes) (Note 18)........0cc cc cce cece eens ee eneeeenanes - - (18) 
Cumulative effect of changes in accounting policy (net of applicable income taxes) (Note 2) ............. 5 42 589 
Net (NCOMC 6 sis:sc BEA SS OE Sis oR STG ode come eo $ 751 $ 266 $1,040 


Basic earnings per share (Note 20) 


Income from continuing operations <.cae,on..ursmeete maniac siemens ies seleaictecr ns acasqaen’ ane onmapemen $ 3.78 
Net INCOME. .s-. sec towe sacataieieee a a ulate tel a iennee Sens ae tebete ae ertaade caine maeicigeiaims Kackis can ay “Ream ee $ 3.81 
Diluted earnings per share (Note 20) 

Income from continulng/operations-..0..5 ue meta te arenes seieiss a dave cena esa aia tieoat meee aemeemes $ 3.71 
Net incomes s..:¢wadiediicuss parca dn ee cert oher anette ts ate tee tee teeta eters nc aan aia Mea a snacce fee eee $ 3.74 


See accompanying notes to consolidated financial statements. 
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In millions Year ended December 31, 1999 1998 1997 


ERC ITTYe(0 (1 SR amet chet scene er etar ce ene at tet Sra rrp URI te ea ca | RRR ROR Fa nS 8 re? $ 751 $ 266 $1,040 


Other comprehensive income (loss): 
Unrealized foreign exchange gain (loss) on translation of U.S. dollar denominated long-term 


debt designated as a hedge of the Illinois Central Corporation investment..............e0eeeeee ees 180 (246) - 
Unrealized foreign exchange gain (loss) on translation of net investment in 
llinois’CentraliGorporationyyecseseet sees ere race ease ne he ects tera neers erate eres (202) 259 = 
MINIMUM Denson. NaplY QGINSIMeNG tiorac counties cima ca naaainer (ncdacescadssancpeaieae estteneney ee 2 (2) - 
Other comprehensive income (loss) before income taX@S......... 0... ccc eeeeee eset eect eee eeeeeenneanenaees (20) 11 - 
Income tax (expense) recovery on other comprehensive income (loss) iteMS ............ cece ee enee eee eens 8 (5) - 
Other comprehensive incomenloss) (Molec 5) Gece. : eos con rcsin cannon aocccneeeedncashanelegek deesas tans (12) 6 - 
CAITR ONCNSIVG Gali Rad tee ett nee ee eee een ca Cu eTREs an Canine Ed acaith soe nek nines faxes $ 739 $ 272 $1,040 


See accompanying notes to consolidated financial statements. 
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Consolidated Balance Sheet 


In millions December 31, 1999 1998 


Assets 


Current assets: 


Cash and cash equivalents . 3 is siciviieds seed sawv ake aces atecineretsoibierne egal a lta a aieetetre oleae Maient dias tr alstal cant ete $ 305 $ 262 
Accounts. receivable (Note 5) + sciccorn os na sation neces ot recleeeee Ot eRe EE EERE TELE GREE REL EEE EEE REE Earner ries 800 399 
Material and supplies. ssciscscseciec con eden ace sea a auein esas bate nie eaters a biets Rete laini ey ie oete oe eeaRe ence a a eee 115 131 
Deferred income:taxes (NOtE 17) aco dicccas ceca aoe x eit ee TE CEO Ee ene Tene PEC 146 131 
(613) RPP IR eg erae e e ORR acts cis iartariaaic ab pUrcmollee obra dott gas popmae dubaaddecobotube 149 115 
Tos 1,038 

Properties (Note. 6) 0 cas scpacmaep abaag avo euiner psnieis aka etic Oorcie anche 2a anette Sela rae tet ete ore orate ete 14,620 6,803 
Investment in. ilinots: Central Corporation: (Note:4) «ook e<.eedc. ceteris band ae nen ina sep eiae ener «Cee cate ee eee - 3,821 
Other: assets:and'deferred:charqes*j vic). od oS. rh cpg eatntad facta wea ed oe ee ee aR ore ee 295 290 
10) 2) REL) Ce ent ORE ee ore rena rere inten inant ARE Patiniy Ebina Fan ranint snincrin otitis nen Hato ooinDWOs OCC $16,430 $11,952 


Liabilities and shareholders’ equity 


Current liabilities: 


Accounts payable and: accrued changes Note’ 8) 1 gacsess cece cco cee aire ene enews gene ae ee ee ete ee $ 1,373 $ 1,158 
Current portion: of long-term debt (Motec10).-<.0) sashes oewcereuine ders tanacne tax aeGiane mace tener ere eta eee een 271 133 

(8 dif -laeeeee iepre npe sere ee we irae Sear resel Mricemtoneicsock’m tere eetrcey caine aint nh ise Dios Mica ra nee iad Son aciouanmicat 120 89 
1,764 1,380 

Deferred income taxes: (Note: 17): Sccas sobs sae ssesetatee tees cnaniy acs ae acion Nammenaltees aatarecmime ee ee cc cee ee 2,975 327 
Other liabilities and deterred credits’ (Note.9) ssc. .araeec sis see unas veeen oo on men enica cokes earn ce cen e aeare eeree oa ee 1,287 1,205 
Long=termdebt (Note cfiO) 25, niece. cisick eh anteae seems nae amek x Sn e oRee aca TA Camm nea eke cae eee 3,948 3,995 
Convertiblewpreferred sectrities (NOte:7 1)..\sncidacnslsad antes ehacasee acaiting Sat atari Care tee eae titi tect asin See 334 - 


Shareholders’ equity: 


COMMOMSH ARES A(NOTO TDs. ctaasharare voce his wiercoereceesaraes acre Ret ease ate nan Oe es 4,597 4,141 
Accumulated other comprehensive income (loss) (NOtC 23).........cccccceeeeeeeeeeeeeeeeeeeeteseneeeeeuaeteeeaeenes (6) 6 
Retained CAMINGS <i: naaica chan? « cstcnianien sincfgpan ha Span ocsG este sin ane n tisk etre tae ay este ioe We Paar ra ay eee 1,531 898 
6,122 5,045 

Total liabilities‘and shareholders equity: ti eee aed aio ciesiceinsbine aloe ete oe em eee wee ene ea $16,430 $11,952 


On behalf of the Board: 


David G.A. McLean Paul M. Tellier 
Director Director 


See accompanying notes to consolidated financial statements. 
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Consolidated Statement of Changes in Shareholders’ Equity 


Issued and Accumulated 
outstanding other Total 
common Common comprehensive Retained shareholders’ 
In millions shares shares income (loss) earnings equity 
Balances: December 311996 .s.ct te. eae cc Raa CESS 169.8 $ 3,263 $ - $ (231) $ 3,032 
NetIncomece cans. cane eremeren once ner yeen eure raat - - _ 1,040 1,040 
Stock options exercised and employee share plans (Note 12) .... 1.4 16 - - 16 
Dividends ($0.46 per shale) on... tresses cnet ee ettenade tonics = _ ~ (78) (78) 
Balances December 30) 1997 yan cs eee rete en ones oeS WAZ 3,279 - 731 4,010 
NeUINCOMe sso enccc.nc creatine cements Teh e cee eae creme re - - - 266 266 
Shares issued in second-step acquisition of 
ilinois:Gentralli@orporattonienss eater ie nero eee 20.2 824 - - 824 
Stock options issued in second-step acquisition of 
illinois: Central Corporation (20... 20es 0: cer ts as reer eats - 25 - - 25 
Stock options exercised and employee share plans (Note 72).... 0.4 13 - - 13 
Other comprehensive income (Note 23)..........:ccceeeseeeseees - _ 6 - 6 
Dividends ($0. S3per share) -t..-e cesses eer cee reas: - ~ - (99) (99) 
Balances'Decembenms Tt WliG9Gie. Pett oes er iendtetveeniecrades daca 191.8 4,141 6 898 5,045 
Neteincomeniencaee cn cenns aces seein. Hee aelee a bteraeeataeeisrcse ee - ~ - 751 751 
Shares issuicdt(NOLEDI I) ea eeetee a ee cee See eee 9.2 404 - - 404 
Stock options exercised and employee share plans (Note 72).... 1.4 52 - - 52 
Other comprehensive loss (Note 23) ......... ccc ceeesee esse eeeees - - (12) = (12) 
Dividends:($0:60) pershane) ix. tee see EN eh ste ee es ~ - - (118) (118) 
Balances December 31,1999... ekcccceccrnstecttavonatieoeun: 202.4 $4,597 $ (6) $1,531 $6,122 
See accompanying notes to consolidated financial statements. 
U.S. GAAP Canadian National Railway Company 43 


Consolidated Statement of Cash Flows 


In millions Year ended December 31, 1999 1998 1997 
Operating activities 
Income from continuing operations and cumulative effect of changes 
in ACCOUNTINGHDONTCY. «2s cicccaeau a ges.nass cst wea x Ue ma enaee eateverd areca oie oreo SRE erat tore ae eae $ 751 $ 266 $1,058 
Non-cash items in income: 
Special charge (Note 14). vs. 0h ied awa ssen cante dated eeelae geteie aig eieyme rd ean cree ate eee eee a - 590 - 
Cumulative effect of changes in accounting policy (Note 2).........0.:ecce cece eee e ene e teen tenes (5) (42) (589) 
Depreciation’ and amortization’ (Note: 19) (B)) es eee ecciskte care ae vrvae oes ee eysyate eieeoere oer 496 319 317 
Deferred income: taxes: (Note: 1:7) Seca anckems cy osonee ere Se aC EEC REO ESE RGEEC REET ET Cerne rCr 417 56 355 
Equity in earnings of Illinois Central Corporation (Note 4) ...... 0.0... ee cee eee e eee teen e ees - (105) - 
Gain‘on'salé-of interest in joint Ventures in. his canacnscs dteans « vewae nec emmens vor emai eee - - (21) 
8) 0 Ree Ste ee Ce ora eich ass et rar RR am coe Rn ES cg ire pr bere te by a tetra (2) - - 
Changes in: 
Accounts receivable’ (Note:S) mace wheter wae nee ce Ch sae nore ere ee eee (157) 267 5 
Materiakbaridisupplies is icsis caer sore aies armesoise stetereese ic occ ee ereesecee ee teerce eee rns en tere cents ners ee 38 19 6 
Accounts payablesand acertied charges: (NOtG:S) Suc is. vcs anrarses nie semesters aeereccere 63 65 18 
Otherinet:clirrentsassets:andiliabilitiess tyres wesey sects se eosiee te einen acre einer eine (27) (3) (54) 
Payments Toriworktorce reduction s.z 2 Sosahae Ae one Chance ae es x tree ote ane Aim acta tata ele (219) (187) (197) 
(gel a Eon Ree RTT RERUN mT ne rae Gh eee Rhy Wate wn SADA Otago maa tea At (77) (8) 23 
Cash provided from COnTMUING: ODEFATIONS 2 cacti aie Fe vee ciate opsree 22k Poh gee ota see rear ee 1,278 1,237 921 
Investing activities 
Net additions to,oropenties (Note [9 (B))) ca.) “cpseetah en ainn pinata ee enema tinern serene ees (936) (744) (609) 
Netiproceeds: fromidisposaliohproperticsc s+. -sccec meee clases noc eeeeereeeine secre cetera. 36 54 63 
Net proceeds trom:-sale:of interest In foint VEMtUTGuncr. Paveasn c cuee saute eee ce ness mace marlon acta aa - - 23 
Investmient.in:Ilinois Central: Corporation (Note'4) 2 <x vsncsasn puna autor semen ete ent ann atsign ears - (2,608) - 
(0) Val cl ee-soeseumeicineeceri cirri aneecioraerei creat mer etait roar cocking ni tector ain aide nn eco NE noi niowmaele ooo maRe mee 2 (1) 9 
Cash sed by investing ACHVITIOS 4. 3 ck vsacatocy aa: cee aeceume aa rroc meee ene any aati ore eon acer (898) (3,299) (514) 
Dividends paid to: Shareholders: . sacs c. cas cae terete ns oie ten hearers oe tae ae eee nea (118) (99) (78) 
Financing activities 
Issuancesoflong-termidebtiganacencinactatienc nectesent a tcirers Gncorrcee totem etee retreat maetcrers te ercternee eiemeearer ater 456 4,589 13 
Issuance of convertible preferred securities (NOtC 11) ..... 0... ccccee cence ee eneeeeeneeeenneeeeneneees 339 - - 
Reduction: of long-term debts accz ¢scte ven ects artes s rocianuteeie «obser ieterenmen nce ndeubeily Semiaran ame thors (1,508) (2,543) (80) 
Issuance oficommon:sharesn(NOLOMU) tment enene renee Rr Ceara reer e net Taare 440 13 16 
Cash provided from (used by) financing: AClIVIUCS. ns wae ss acces on ave cces acs cucondeeassnesexvsbsx sey eeeene (273) 2,059 (51) 
Cash used by discontinued operations (NOl@18) <a... se aakan tne. nese voce onecer esr bus iemceemne te aces a - - (20) 
Netincrease: (decrease) ini Cashi eecccocc tere ae eT OREO eee (11) (102) 258 
Cash and cash equivalents, beginning Of Year wis. orececeeennesresors nes cence ream gas ts ceewassuneeo 316 364 106 
Cash and cash equivalents, end Of Year ie. ccn<c renee ayn 5 due ae wee memraisveuinremayise oe acieaiaeeye ssn o tence tame $ 305 $ 262 $ 364 


* The cash and cash equivalents balance at the beginning of 1999 includes the cash and cash equivalents of Illinois Central Corporation which has been consolidated beginning in 1999. 


See accompanying notes to consolidated financial statements. 
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Notes to Consolidated Financial Statements 


CN, directly and through its subsidiaries, is engaged primarily in the rail transportation business. CN spans Canada and mid-America, from the 
Atlantic and Pacific oceans to the Gulf of Mexico, serving the Canadian ports of Vancouver, Prince Rupert, Montreal and Halifax, and Gulf of 
Mexico ports in New Orleans, Louisiana and Mobile, Alabama, and the key cities of Vancouver, Edmonton, Calgary, Winnipeg, Montreal, Toronto, 
Buffalo, Chicago, Detroit, Memphis, St. Louis and Jackson, Mississippi, with connections to all points in North America. CN’s revenues are derived 
from the movement of a diversified and balanced portfolio of goods, including petroleum and chemicals, grain and fertilizers, coal, metals and 


minerals, forest products, intermodal and automotive. 


1 Summary of significant accounting policies 


These consolidated financial statements are expressed in Canadian dollars, 
except where otherwise indicated, and have been prepared in accor- 
dance with accounting principles generally accepted in the United States. 
The preparation of financial statements in conformity with generally 
accepted accounting principles requires management to make estimates 
and assumptions that affect the reported amounts of revenues and 
expenses during the period, the reported amounts of assets and liabili- 
ties, and the disclosure of contingent assets and liabilities at the date of 
the financial statements. Actual results could differ from these estimates. 


A. Principles of consolidation 

These consolidated financial statements include the accounts of all 
subsidiaries, including Illinois Central Corporation (IC) for which the 
Company acquired control effective July 1, 1999 and has consolidated 
IC's financial statements retroactive to January 1, 1999. During 1998, 
the Company accounted for its investment in IC using the equity method 
of accounting pending approval of the acquisition of control of IC from 
the U.S. Surface Transportation Board (STB). The Company's investments, 
in which it has significant influence, are also accounted for using the 
equity method. 


B. Revenues 

Freight revenues are recognized based on the percentage of completed 
service method. Costs associated with movements are recognized as 
the service is performed. 


C. Foreign exchange 

The Company's U.S. operations, excluding IC, are classified as integrated 
with the Canadian dollar as the functional currency and are translated 
into Canadian dollars and accounted for on the following basis: mone- 
tary assets and liabilities are translated at the rates in effect at the bal- 
ance sheet date; non-monetary assets and liabilities are translated at 
historical exchange rates; revenues and expenses are translated at aver- 
age exchange rates during the year except for depreciation, which is 
translated at exchange rates prevailing when the related properties were 
acquired; and other currency gains and losses are reflected in net income 
for the year. The Company's own foreign denominated assets and liabili- 
ties are accorded similar treatment. 
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IC is considered a self-sustaining foreign entity with the U.S. dollar 
as its functional currency. Accordingly, IC's assets and liabilities are 
translated into Canadian dollars at the rate in effect at the balance sheet 
date, and the revenues and expenses, including the equity in earnings of 
IC for 1998, are translated at average exchange rates during the year. 

The Company has designated all of its U.S. dollar denominated 
long-term debt as a foreign exchange hedge of its net investment in IC. 
Unrealized foreign exchange gains and losses, from the date of designa- 
tion, on the translation of the Company's U.S. dollar denominated debt 
are included in Accumulated other comprehensive income, which forms 
part of Shareholders’ equity, along with the unrealized foreign exchange 
gains and losses on the translation of the Company's net investment in IC. 


D. Cash and cash equivalents 

Cash and cash equivalents include highly liquid investments purchased 
three months or less from maturity and are stated at cost, which approx- 
imates market value. 


E. Material and supplies 

The inventory is valued at weighted-average cost for ties and rails, latest 
invoice price for fuel and new materials in stores, and at estimated utility 
or sales value for usable secondhand, obsolete and scrap materials. 


F. Properties 

Railroad properties are carried at cost less accumulated depreciation 
including asset impairment write-downs. All costs of labor, materials 
and other costs associated with the installation of rail, ties, ballast and 
other track improvements are capitalized to the extent they meet the 
Company's definition of “unit of property." Additions to other property 
and equipment include the cost of developing computer software for 
internal use. Maintenance costs are expensed as incurred. 

The cost of railroad properties, less salvage value, retired or disposed 
of in the normal course of business is charged to accumulated deprecia- 
tion, in accordance with the group method of depreciation. Losses result- 
ing from significant line sales or abandonments are recognized upon the 
announcement of the disposition. Gains are recognized when they are 
realized. The Company reviews the carrying amounts of properties when- 
ever events or changes in circumstances indicate that such carrying 
amounts may not be recoverable based on future undiscounted cash 
flows or estimated net realizable value. Assets that are deemed impaired 
as a result of such review are recorded at the lower of carrying amount 
or fair value. 
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1 Summary of significant accounting policies (continued) 


G. Depreciation 
The cost of properties, net of asset impairment write-downs, is depreci- 
ated on a straight-line basis over their estimated useful lives as follows: 


Asset class Annual rate 
TrackzandifoadWway’ s.scosescmustiniacse Cimeniistee cae anercnsta staat ein aianee 2% 
BUIGINGS 2, wren naan miemcononeoaecme mrae Pete tei chateau c in et tak t pica sae te 3% 
(0) Tie Rch old aeeeetemmronarcantenncdodeeacoads doconnsunnecosooanbaoanncknoondoaene 3% 
Other saacadiiece an aiecate ere arersjeuian bin tieeateroa nla Maree ere ntuitaiovele c unnabele cine ceetnatsmevoeGiara iets 2% 


The Company performs periodic reviews of its depreciation rates. 
Adjustments to rates resulting from such reviews have not had a mate- 
rial impact on operating results. 


H. Pensions 
Pension costs are determined periodically by independent actuaries. 
Pension expense is charged to operations and includes: 


(i) the cost of pension benefits provided in exchange for employees’ 
services rendered during the year, 


(ii) the amortization of the initial net transition obligation on a straight- 
line basis over the expected average remaining service life of the 
employee group covered by the plans, 


(iii) the amortization of past service costs and amendments over the 
expected average remaining service life of the employee group 
covered by the plans, and 


(iv) the interest cost of pension obligations, the return on pension fund 
assets, and the amortization of cumulative unrecognized net actuar- 
ial gains and losses in excess of 10% of the greater of the projected 
benefit obligation or market-related value of plan assets over the 
expected average remaining service life of the employee group 
covered by the plans. 


The pension plans are funded through contributions determined in 
accordance with the projected unit credit actuarial cost method. 


|. Post-retirement benefits other than pensions 

The Company accrues the cost of post-retirement benefits other than 
pensions. These benefits, which are funded by the Company as they 
become due, include life insurance programs, medical benefits, supple- 
mental pension allowances and free rail travel benefits. 

The Company amortizes the cumulative unrecognized net actuarial 
gains and losses in excess of 10% of the greater of the projected benefit 
obligation or market-related value of plan assets over the expected aver- 
age remaining service life of the employee group covered by the plans. 


J. Financial instruments 

Derivative financial instruments may be used from time to time by the 
Company in the management of its fuel, interest rate and foreign cur- 
rency exposures. Gains or losses on such instruments entered into for the 
purposes of hedging financial risk exposures are deferred and amortized 
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in the results of operations over the life of the hedged asset or liability, 
or over the terms of the derivative financial instrument. Income and 
expense related to financial instruments are recorded in the same category 
as that generated by the underlying asset or liability. 


K. Environmental expenditures 

Environmental expenditures that relate to current operations are 
expensed or capitalized as appropriate. Expenditures that relate to an 
existing condition caused by past operations and which are not expected 
to contribute to current or future revenue generation are expensed. 
Liabilities are recorded when environmental assessments and/or remedial 
efforts are likely, and when the costs, based on a specific plan of action 
in terms of the technology to be used and the extent of the corrective 
action required, can be reasonably estimated. 


L. Income taxes 

The Company follows the asset and liability method for accounting for 
income taxes. Under the asset and liability method, the change in the net 
deferred tax asset or liability is included in income. Deferred tax assets 
and liabilities are measured using enacted tax rates expected to apply to 
taxable income in the years in which temporary differences are expected 
to be recovered or settled. 


M. Recent accounting pronouncements 

In June 1998, the Financial Accounting Standards Board issued Statement 
of Financial Accounting Standards (FAS) 133 “Accounting for Derivative 
Instruments and Hedging Activities.” The Statement is effective for the 
year ended December 31, 2001, however, early adoption is permitted. 
FAS 133 requires that all derivative instruments be recorded on the bal- 
ance sheet at their fair value. Changes in fair value of derivatives are 
recorded each period in current earnings or other comprehensive income, 
depending on whether a derivative is designated as part of a hedge 
transaction and, if it is, the type of hedge transaction. The Company is 
presently evaluating the impact FAS 133 will have on its ongoing results 
of operations. 


2 Accounting changes 


The Company has made certain changes in accounting policies to con- 
form its policies with those generally accepted in the railroad industry. 


1999 

The Company changed its capitalization policies for certain expenditures 
relating to improvements of bridges and other structures and freight 
cars. The new policies involve capitalizing all major expenditures for 
work that extends the useful life and/or improves the functionality of 
the respective assets. 

In addition, the Company changed its method of accounting for 
employee injury costs to reflect all elements of such costs (including 
compensation, health care and administration costs) based on 
actuarially developed estimates of the ultimate cost associated with 
employee injuries. 


U.S. GAAP 


Notes to Consolidated Financial Statements 


The cumulative effect of the capitalization policy changes at 
January 1, 1999 was a credit of $62 million (net of applicable income 
taxes), while the cumulative effect of the change in method of account- 
ing for employee injury costs was a charge of $57 million (net of appli- 
cable income taxes). The impact of the accounting policy changes was 
to increase income from continuing operations for the year ended 
December 31, 1999 by $12 million. 


1998 

In 1998, the Company changed its accounting policy for pension costs 
and adopted the corridor approach to account for experience gains and 
losses, as described in FAS 87, “Employers’ Accounting for Pensions,” and 
FAS 106, “Employers’ Accounting for Post-retirement Benefits Other than 
Pensions.” Accordingly, experience gains and losses within the specified 
corridor were not amortized in 1998. For the year ended December 31, 
1997, pension expense and post-retirement costs included $10 million of 
amortization of net experience losses. The cumulative effect of the change 
in accounting policy was $42 million (net of applicable income taxes) as 
at January 1, 1998. 

Effective January 1, 1998, the Company adopted Statement of 
Position (SOP) 98-1, “Accounting for the Costs of Computer Software 
Developed or Obtained for Internal Use.” In accordance with the require- 
ments of this statement, this change has been applied prospectively. 

The impact of the adoption of SOP 98-1 was to increase net income by 
approximately $13 million for the year ended December 31, 1998. 


1997 

Beginning in 1997, the labor, material and related overheads of track 
replacement costs have been capitalized. The cumulative capitalization 
adjustment of $589 million (net of applicable income taxes) is reflected 
in 1997 net income. 


3 Proposed combination of Canadian National and 
Burlington Northern Santa Fe 


On December 18, 1999, CN and Burlington Northern Santa Fe Corporation 
(BNSF) entered into a Combination Agreement (the Combination) provid- 
ing for the combination of the two companies. To comply with Canadian 
legal requirements that, among other things, prohibit any person and 
that person's associates from holding more than 15% of the voting 
rights in CN, while ensuring that the Combination will be tax efficient 
for each company’s shareholders, the combined enterprise will consist 
of two public companies: North American Railways, Inc. (NAR), a newly 
incorporated company, and CN. Upon completion of the Combination, 
NAR will be the parent company of BNSF and will own all of the limited 
voting equity shares of CN. 

Under the Combination, BNSF shareholders will receive one share 
of NAR common stock and one CN voting share for each BNSF share, 
and CN shareholders will receive, for each CN common share, 1.05 CN 
voting shares and either 1.05 shares of NAR common stock or 1.05 CN 
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exchangeable shares. The CN exchangeable shares will be exchangeable 
at any time on a one-for-one basis for shares of NAR common stock. CN 
shareholders who elect to receive the CN exchangeable shares will also 
receive the right to vote on matters submitted to NAR shareholders in 
proportion to their economic interest in the combined companies. All 
shareholders will have voting interests in both NAR and CN, and eco- 
nomic interests in the combined companies. Dividends paid on the NAR 
common stock and the CN exchangeable shares will be equivalent. 

Each share of NAR common stock will be “stapled” to a CN voting 
share and will trade as a single security. Similarly, each CN exchangeable 
share will be “stapled” to a CN voting share and will trade as a single 
security. In addition, CN will issue to NAR limited voting equity shares 
carrying 10.1% of the voting rights in CN and 100% of CN’s equity. The 
result of these arrangements will be that, at all times, each company will 
have the same public shareholder base with each public shareholder 
effectively having the same economic benefits and voting rights on a 
per security basis. 

The Combination is subject to, among other things, approval by the 
shareholders of CN and BNSF, as well as approvals by Quebec Superior 
Court and the STB. CN and BNSF currently expect that all regulatory 
approvals can be obtained and the transaction completed by mid-2001. 
Shareholders are expected to vote on the proposed Combination during 
the second quarter of 2000. 

In accordance with the terms of the Combination, BNSF has agreed 
to pay CN a cash termination fee equal to U.S.$450 million and CN has 
agreed to pay BNSF a cash termination fee equal to U.S.$200 million 
in the event that the Combination is terminated under the following cir- 
cumstances: i) an alternative proposal is made by a third party with 
respect to either BNSF or CN and thereafter the BNSF or CN shareholders 
vote not to adopt the Combination; or ii) where either of the BNSF or 
CN board of directors withdraws, adversely modifies or changes its 
approval or recommendation of the Combination, the transactions that it 
contemplates or the arrangement resolution; or iii) where BNSF or CN 
breach certain of their obligations with respect to soliciting and respond- 
ing to proposals for alternative transactions related to the other party. 

In addition, if conditions are imposed by the STB that would significantly 
and adversely affect the economic benefits of the Combination to BNSF, 
CN and their shareholders, taken as a whole, BNSF or CN may elect not 
to consummate the transaction and pay termination fees of U.S.$300 mil- 
lion and U.S.$150 million, respectively. 

In connection with the Combination, BNSF and CN have granted 
reciprocal stock options to each other with respect to, in the case of CN, 
approximately 29 million CN common shares and, in the case of BNSF, 
approximately 65 million shares of BNSF common stock. The number of 
shares subject to the stock options is subject to adjustment in each case 
so that the number of shares subject to the option will always be equal 
to but not exceed 12.5% of the outstanding common shares of the 
option issuer after giving effect to the issuance of shares of common 
stock under the option. The exercise price of an option is, in each case, 
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3 Proposed combination of Canadian National and 
Burlington Northern Santa Fe (continued) 


the average of the closing price of the option issuer's common stock on 
the New York Stock Exchange on the five trading days preceding the 
date of notice of exercise. CN’s grant of a stock option to BNSF is subject 
to the approval of The Toronto Stock Exchange, and BNSF's grant of a 
stock option to CN is not effective until The Toronto Stock Exchange 
gives its approval to CN. Each party's option is exercisable under the 
same circumstances in which that party is entitled to receive a termina- 
tion fee of U.S.$450 million or U.S.$200 million as discussed above. 

Upon consummation, the Combination will be accounted for by 
NAR using the purchase method of accounting in accordance with 
Opinion No. 16, “Business Combinations,” of the Accounting Principles 
Board of the American Institute of Certified Public Accountants. Under 
this method, NAR will prepare its financial statements reflecting the 
assets and liabilities of BNSF at their historical cost basis, and the fair 
value of the NAR common stock issued or issuable to CN shareholders 
will be allocated to the assets and liabilities of CN based on their 
relative fair value. 

Following consummation of the Combination, the financial state- 
ments of CN will continue to be prepared on CN’s historical cost basis. 


4 Acquisition and consolidation of Illinois Central Corporation 


In 1998, the Company, through an indirect wholly owned subsidiary, 
acquired IC in a two-step transaction for a purchase price of approximately 
U.S.$2.4 billion payable as to 75% in cash and 25% in common shares of 
the Company. On March 14, 1998, the Company acquired 75% of the out- 
standing common shares of IC for $2,549 million (U.S.$1,796 million) or 
U.S.$39 per share. On June 4, 1998, the Company acquired the remaining 
25% of the outstanding common shares of IC for 20.2 million shares 

of the Company's common stock. In addition, the outstanding IC stock 
options were exchanged for stock options of the Company. 

Pending approval from the STB, the Company accounted for its 
investment in IC under the equity method of accounting in accordance 
with Accounting Principles Board Opinion (APB) 18, “The Equity Method 
of Accounting for Investments in Common Stock.” The investment in IC 
at December 31, 1998 includes an investment of $3,398 million related 
to the acquisition of IC shares pursuant to the cash tender offer and 
the second-step merger, $259 million related to the translation of the 
investment to its current Canadian dollar equivalent, $59 million for 
transaction-related expenses, and $105 million of equity in the earnings 
of IC from the date of acquisition to December 31, 1998. 

The Consolidated Statement of Income for the year ended December 31, 
1998 includes various items related to the acquisition of IC, including 
$117 million pre-tax interest costs on debt associated with financing the 
cash tender offer. The $105 million equity in the earnings of IC included 
in the Consolidated Statement of Income for the year ended December 31, 
1998 represents the Company's portion of IC’s earnings from March 14, 
1998, net of the amortization of the difference between the Company's 
cost to acquire IC and the underlying historical equity in net assets of IC, 
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based on preliminary estimates of the fair values of IC’s properties and 
equipment, and estimates of their remaining useful lives, as well as esti- 
mates of the fair values of other IC assets and liabilities. In total, items 
related to the IC acquisition increased net income for the year ended 
December 31, 1998 by $37 million. These amounts, as well as the impact 
of the issuance of shares pursuant to the second-step merger, increased 
the earnings per share by $0.14 for the year ended December 31, 1998. 
Excluding the 1998 special charge, the earnings per share increased 

by $0.01. 

Effective July 1, 1999, the Company assumed control of IC and 
consolidated the results of IC since January 1, 1999. On July 1, 1999, 
the excess ($2,533 million) of the Company's investment in IC over IC’s 
net equity was allocated using the principles of purchase accounting to 
properties ($4,212 million), deferred income taxes ($1,554 million), and 
debt and other liabilities ($125 million). The Company is amortizing the 
excess of the purchase price over IC’s net equity using the principles of 
purchase accounting, based primarily on the estimated remaining useful 
lives of IC's properties. 

The following table presents the pro forma condensed consolidated 
statement of income for the year ended December 31, 1998 assuming 
CN had acquired control of IC at the beginning of 1998, and the actual 
results from operations for 1999. 


Canadian National Railway Company 
Pro Forma Condensed Consolidated Statement of Income 


In millions, except per share data Year ended December 31, 1999 1998 
Pro forma 
(Unaudited) 

Reveriuessait.qs.ciaseeuocaumonthmctr schon ghiaine cova conden ose tener $5,236 $5,137 
Operating‘expenses cri sasie annie cat cnt onh eee maciertearaeemecents 3,769 4,446 
Operating INCOME 5 er isecisiqnnsistomiass caine nine tistctasteteieremieetsteaetnresy- nicer 1,467 691 
Interest expense.............0eee: ORG ART ORE OCR Aone emer ane (314) (331) 
Other INCOME a cjavscsiesioensistertese aiacshieb mee nenermaemommeamaee tier: 55 23 
Income before income taxes and cumulative 

effect of changes in accounting policy ..............0.e0eeee ees 1,208 383 
Income: tax: expense fie <aec sanrte ces caret sesame imecereru meds (462) (130) 
Income before cumulative effect of changes 

IN ACCOUNTING PONCYewe teen ite eacaan ce sertr teen aeece meses ets: 746 253 
Cumulative effect of changes in accounting policy 

(net of applicable income taxes)...........c00eeeeeeeeeeeeeee ees 5 42 
Net InGommie : akan Aira eae eee ae otic UH eee aerate $ 751 $ 295 
Basic earnings per share 
Income before cumulative effect of changes 

in-accounting Policy: cs. caswecmeraserenascen or cette toes $ 3.78 SP 52 
Net IncOMe@: cca ocean ve deren ireoraten irra teemteayarsteenertoss. $ 3.81 $ 1.54 
Diluted earnings per share 
Income before cumulative effect of changes 

invaccounting policy: cssecese-neacse ree enenee seme cote asr $ 3.71 $ 1.31 
Net incomes. .csevsesnas sh comnts steer mace ciateeras saber acl evarbiaser $ 3.74 Sialo3 


(1) 1998 includes a special charge of $590 million. 
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Notes to Consolidated Financial Statements 


In 1998, the Company followed the equity method to account for its 
investment in IC. Accordingly, summary financial information for IC on 
its historical cost basis, for the year ended and as at December 31, 1998, 
is presented below: 


Illinois Central Corporation 
Condensed Consolidated Statement of Income 


In millions of U.S.$ Year ended December 31, 1998 
REVENUOS: acs ce serancins auiernc a erste yee reer eranpny ntleh easier Potomac akin ininsan $729 
Operating EXPEMSES Serretrw seis eeasrstees ofetetsictets re es ateceohscectagetenc ate xtcaratate eins asets(m clapclaetacs 521 
Operating INCOME: Sects ate cterg swssistarereie ue siemeslonin newia mmcieweciesaciee vin wise e/siorin 208 
Otheriincomerseer Aenea te misc eoiascdati nescence eweews ohana serraunecime 9 
Int@restiexpiensere: seeme acter acer rscaeierieleie ersiatciefens wee cereteinate siete seiseved a baetst (41) 
Incomeibeforeincome:taxes:.-t. sacra rourashaaenarectouumaeastocs cesemve vase eontee “176 
Income tax: expenseivennpncincnincd-oecerrienem epee renaitin tocya: maieietcs (70) 
NGE INCOME: ercn ee eo eee ee ER ET eM ora RE EEE FRE ERE ag ae $106 


Operating expenses for the year ended December 31, 1998 included 
special charges of U.S.$49 million (U.S.$41 million after tax) for severance 
and other costs related to the merger. 


6 Properties 


In millions 


December 31, 1999 


Illinois Central Corporation 
Condensed Consolidated Balance Sheet 


In millions of U.S.$ December 31, 1998 
Assets 
GUTKeERTASSOtS teri ssets. gee isc iow aes ohio timc aie be reise stole MNnniie cae sie eee tee $ 250 
NOM=GUNGONt ASSETS iiss cates ectueasctareveie svatstrverete warshela/scauotalins isaratoys aralertusl rae ol totars lotatk Brava 1,924 
TOL ASS OLS diy esys tate Mae eI ite ioc bd certo biased «coda Soiree Sc gM ING ee at $2,174 
Liabilities and stockholders’ equity 
Clirrentiliabilitiese sace ter armen ei, oe meee Ue ce cists nak Hoe siemens $ 297 
EONG=termide bt ee trater sete octet ien te decnie icra as cappeitbntbaels Sais ca cioweetebien vases 557 
Delerred taxes cactryansunacrmetieciciantes aersehoinemes cc keciaitis cee een crassa 443 
Otheriabilities™s. rece: comee ek Reena camaccre trie aR ieee are 130 
Stockhaldehsa equity: We, fasmmencenaceimteseeens oe nota ee niet cetmespeNamene 747 
Total liabilities and stockholders’ CqQUItY ........6.ccce cence ene e ene e ene tenn ees $2,174 
5 Accounts receivable 
In millions December 31, 1999 1998 
Freight 
15 0 [See 2 | 8 ee EAE I ENE $441 $217 
INCCUCK =... nite satura taacuacen recent canimaniGie realise 161 48 
Nonzfreighticn.ci.t teeter ne ek cet creme th neemaen seen 244 175 
846 440 
Provision: for COUDtUN ACCOUNTS Sas uinwucsceuon eset cna ele aaen cater (46) (41) 
$800 $399 


On June 25, 1998, the Company entered into a five-year revolving 
agreement to sell eligible freight trade receivables up to a maximum of 
$250 million. At December 31, 1999, pursuant to the agreement, $147 mil- 
lion and U.S.$40 million (Cdn$58 million) had been sold on a limited 
recourse basis compared to $150 million and U.S.$45 million (Cdn$69 mil- 
lion) at December 31, 1998. The Company has retained the responsibility 
for servicing and collecting the accounts receivable sold. Costs related to 
the agreement, which fluctuate with changes in prevailing interest rates, 
are included in Other income. 


December 31, 1998 


Accumulated Accumulated 
Cost depreciation Net Cost depreciation Net 
Track: and roadways iemavissecasen sent memenmniatee mont: $17,200 $5,634 $11,566 $10,640 $5,646 $4,994 
Ti [allie reeneneneedenan sraceonecmacenometarnon ncnoctons ano 1,200 650 550 964 627 337 
Rolling StOCKs setaaaemticusceiteseasaacedemnsecmnienw nen ween 3,328 1,143 2,185 2,303 1,062 1,241 
0] (1 (0 ARSE Mean cnor co cotat hoe ico actor sitonte nunatore tts 781 462 319 717 486 231 
$22,509 $7,889 $14,620 $14,624 $7,821 $6,803 
Capital leases included in properties ................00006 $ 1,006 $ 115 $ 891 $ 620 5 UP $ 548 
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Notes to Consolidated Financial Statements 


7 credit facilities 


The Company has a U.S.$1,000 million revolving credit facility which 
expires in 2003. The credit facility provides for interest on borrowings at 
various interest rates including the Canadian prime rate, bankers’ accep- 
tance rates, the U.S. federal funds effective rate and the London Interbank 
Offer Rate plus applicable margins. The credit facility agreement contains 
customary financial covenants, based on U.S. generally accepted account- 
ing principles, including i) limitations on debt as a percentage of total 
capitalization, ii) maintenance of tangible net worth above predefined 
levels, and iii) maintenance of the fixed charge coverage ratio above pre- 
defined levels. The Company was in compliance with all of these financial 
covenants throughout the year. The Company's commercial paper program 
is backed up by the five-year revolving credit facility. In June 1999, the 
Company used proceeds from the sale of common shares and convertible 
preferred securities to repay U.S.$125 million (Cdn$185 million) of com- 
mercial paper and U.S.$310 million (Cdn$456 million) of the Company's 
revolving credit facility. In July 1999, the balance of the revolving 

credit facility was repaid. As at December 31, 1999, the Company had 
U.S.$6 million (Cdn$9 million) of commercial paper outstanding. 


8 Accounts payable and accrued charges 


In millions December 31, 1999 1998 
Made payablesneacronenecucicnceats wee che stonnsnase ate a eeeern $ 486 $ 308 
Current portion of workforce reduction provisions ................ 182 235 
Payroll-related ‘accrUalsino.asa0.*-cnacmcceoetoaeeseeacmeseeereee 185 177 
ACCUCR Chal ges romoc ccc meneasseles detent ne semeacmende steer 195 155 
Accrued interest on long-term debt ..............ecceeeeeeeeeeaees 119 111 
Aceruedioperatingileasesiape a. ss kemandensas sence once ne-eyas 29 85 
Other sidssenieenitits Hinwdciesioats hast teenth ee neath. 177 87 
$1,373 $1,158 
9 Other liabilities and deferred credits 
In millions December 31, 1999 1998 
Workforce reduction provisions, 
netiof currentsportion:(A) ses eeece saa-neraweseteneeeektemeciciar S SU7/ $ 590 
Accrual for post-retirement benefits 
other thanipensionsy(B) stuaamercnecuoceattenee tasiseaanaeetaen 220 145 
Personal) injury TeServe! cri ctasfoissin ctsreracisiastcislanisiocles@olonwaeiyeendee 218 108 
Environmental reserve, net of current portion ...........ceeseeeee 66 38 
Deferredicredits:and/othen® mance cecereeserecnccerec ean 266 324 
$1,287 $1,205 


A. Workforce reduction provisions 

The workforce reduction provisions, which cover employees in both 
Canada and the United States, are mainly comprised of severance 
payments which will be disbursed over a period of up to six years. 
Other elements of the provisions mainly include early retirement incen- 
tives and bridging to early retirement. Payments for severance and other 
elements of the provisions have reduced the provisions by $219 million 
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for the year ended December 31, 1999 ($187 million for the year ended 
December 31, 1998). The aggregate provisions amount to $699 million 
at December 31, 1999. 


B. Post-retirement benefits other than pensions 


(i) Change in benefit obligation 


In millions Year ended December 31, 1999 1998 
Benefit obligation at beginning of year..............cceeeeeeee renee $172 $132 
Consolidation of IG) cs. stsaasncemcaeeece eee ce cee nee os 67 ~ 
SOIVICEICOSE os cccinns waa eaves eres qormnsrerereraralsrsia eto ae arreraicjerstoreteitan tateste sere late 8 4 
Interesticostes io Accigetrs cosets etcmaanietonne sete may ecieavente enna etiateinte 15 11 
Foreign:currency Changes) csi essessrmiccnceeececcmenn cient (3) 2 
Actuarial:(gain):165S ss. sectcen on ceoteeerte Nee teori nalecs anes (13) 30 
Benefits paid \wascgdendhinnseemesuome cerca neem ces ndecadee etn (16) (7) 
Benefit obligation at end Of Year ....... 10. ses ec scene ences ences nees $230 $172 
(ii) Funded status 
In millions December 31, 1999 1998 
Unfunded benefit obligation at end of year ...........cseeeeeeene ees $230 $172 
Unrecognized net actuarial loss .............ccceeceeee eee eneeeee eens (6) (22) 
Unrecognizedi prior services costhnnecas-aonaeeeie cer aeerisarii teeter (4) (5) 
Accrued benefit cost for post-retirement benefits 

Other:thal PEnSiONnS Samoan occa n ear aent aaa eoeG $220 $145 
(iii) Components of net periodic benefit cost 
In millions Year ended December 31, 1999 1998 1997 
SOIVICE:COStincaatra Grice ee Seite Ie ae Maen oe ees $ 8 $4 $3 
Interest COSE ss cccmaaniacutenieerenaniecee cn raactrctoh ieetctereottery 15 11 7 
Amortization of prior service COSt...........0.e0eeeeeeee 1 1 1 
Recognized net actuarial (gain) loss ................000 2 1 (2) 
Netiperiodic beneniticostenmnnmncn accent ort $26 $17 $9 
(iv) Weighted-average assumptions 

December 31, 1999 1998 1997 

DISCOUNT: Tal@r ora tuaqeisere tice cerarean em aetnatan eure eee 7.39% 6.00% 744% 
Rate of compensation increase..............eeeeeeeees 4.25% 4.25% 4.50% 


The effect of a one-percentage-point increase or decrease in the 
assumed health care cost trend would be to increase or decrease the 
1999 net periodic benefit cost by less than $1 million and the post- 
retirement benefit obligation by approximately $4 million. 
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1 0 Long-term debt 


Currency 
in which December 31, 
In millions Maturity payable 1999 1998 
Bonds, debentures and notes: (A) 
Canadian National series: 
SOAR AAVEArsNOLCS worsen. arcane REMC eMac eeOn nem cement ointiemer etiam ec cay aba emneraa May 14, 1999 Cdn$ $= $ 50 
SOUL TS -year Swissulfane DONAS (Bye emate saneicciie taatecr nck mses ataise moins © oe acide erone eileen Aug. 22, 2000 CHF 99 99 
S200 S=Veat NOtes pana. mattered dea aa maha MER eek PINE aid ate dr aie Hi tac Rerouan outer May 21, 2001 Cdn$ 150 150 
O9om W110: Vear notes seamen s..6 «ce ehes Mlaeere nein 5a hier bea ne cite aOR NN sk va vot aba tise May 15, 2003 U.S.$ 218 230 
CMe Wo OS CETUS coatenondo sumer coc Tarot aodee oc anO eo ice CORO OCC TED UR TOL men On Tne CR eee CaaS Hernan Mar. 15, 2004 U.S.$ 386 407 
6:45%ooPuttableyResetSecurities:(PURS)( Glammtcntr tee ar sscruptohiausasaaeem enti aenmrretoneertemr es July 15, 2006 U.S.$ 363 383 
Gi80%e 20 vearnotesy(D) eecncrmace wartsckt anaes eet aan ca a eine ent ceric ecco etiere mea nes rr July 15, 2018 U.S.$ 291 307 
WAY; 3 0-VEar CeDENLULES rsa cicscicie ccmarec clea eae naar sels ste cette ele arosn ine sc a Mie Tee May 15, 2023 U.S.$ 218 230 
6:9090" 30-Veat NOTES: (DD) rane ctenparicnacionccor scat oie teeta cert ier ceiss aia tsor yak ce nici aortas gee Se oe July 15, 2028 U.S.$ 690 728 
Illinois Central series: 
6,839" S=VEar MOLES ie racccn'escrcrs dence Bre atts ey soyetars ateecoes e meme mee arenas Ge aeiaseerareesldITMRte TOS va 05) <a oehe (no a eaaPAC May 17, 2000 U.S.$ 44 - 
TA206? SS-VEAr NOTES hrc crater etecticoraeh ie ctor sects arora aime seas iw Pofda als a acon in as ehla aera Ona ce ee Aug. 2, 2001 U.S.$ 73 - 
6:7 2900 S-Veal NOTES Nea aeme ers ce einem anita nac aw ier eceb ia cava a mece ueleenen wioieas wide aaametgs 2% Aug. 14, 2001 U.S.$ 73 - 
4% 2-year notes........ wich aba or tie saptdow Stet tml een nh Aa A Nes MEN Sel. Mar. 1, 2002 U.S.$ 1 - 
G91 “VOWCAN MOLES stern a costera alstsascreraePinrein stovetetesssntetekewitatolartacmeaictnresa a tarsi ayw alnsovsiollausoisiowelne seer weletetabasintate agit May 15, 2003 U.S.$ 145 - 
Nohrinterestibearingh/-year Notestseccssccese cette ce teitinn cetrce tcin el cance arceetee sincere ci are sane inetta ts Nov. 29, 2003 U.S.$ 1 - 
Teflon O-VOat, NOTES eer ee nematic ee RT Tent sects Mette Os 6c edie ws ateeiwaye sien ven May 1, 2005 U.S.$ 145 - 
G:989ow TZ VearINOteSieat:.o ae Vance ee eee Mey ee hele or Sak tele Son en Mek PEPE arcane nin W re July 12, 2007 U.S.$ 73 - 
6:63%; 1O-yearenOtes; satan cas oryn cash titertaca Rae Pee Sahn peins man Miami caer eeeswnee tees. June 9, 2008 U.S.$ 29 - 
Soom. . 99-Vear INCOMe GebeNtUless «char ofeamelnaswiaia acletsstosise nape piueniaiohauselsisbe'e temeieeeanmneees July 1, 2032 U.S.$ 1 - 
5%, 99-year incomerdebentufesans- a. .1 .ustnt ae eutacrmtecce acti Lostacake nes spinadeteeet tire sik eens Dec. 1, 2056 U.S.$ 12 - 
11902 1O0-vear debentGresicemcarnaan cermmect ome ceimmne enemas Mera can ski atammmumaiite name ureenrone hemes Sep. 15, 2096 U.S.$ 182 - 
Total DONGS, GebCNTUTES ANG:NOTES xc a20ca ices aimee eee eee octet ead new alstejaie'a elhvesnieidelsrsisins 3,194 2,584 
Other: 
Revolvingicredititaciiitya(Notes/) a umerce aance remanence ecm aie semen ae ase ci eias «meets <Gucictls U.S.$ ~ 337 
Commercialipaper(ENMNOTESZ) R.Aimeamctech ances ercone antec Meet nel at tettard eutoutatine s.cketen aera eisinleln eres U.S.$ 9 532 
Capital lease obligations, amounts owing under equipment agreements and other (F) ..........-......05 Various 1,029 683 
Total OtRer inca tower es oe anche ot Tee Fn ee RAT HAR mate RGR oe RAE SMG TOT TORT E E baetarenu tad seaRnTe 1,038 1,552 
SUDLOLAE tarcrsce tote cera ie ee TEE ie nc eTOCs SISUN ibinitln Seta soeretceniors eorTAatecoreiae cee 4,232 4,136 
Less: 
Gurrentiportionsofilong=termidebt Aaeaeek ene crea. Beet nan. omer eis ake we esther iacnne te clan 271 133 
Netiunamortizedidiscoumt:: ea). aeiite etaer denen sols entee vere saree hase dec tinier ce svinee sen ieige eels 13 8 
284 141 
$3,948 $3,995 


A. The Company's bonds, debentures and notes are unsecured. 


B. The August 22, 2000 bonds issued in Swiss francs (CHF170 million), 
bearing an interest rate of 5%%, were effectively converted at their issue 
date to a $99 million Canadian dollar obligation through a currency 
swap agreement at an all-inclusive cost of 11.17%. 


C. The PURS contain imbedded simultaneous put and call options at 

par. At the time of issuance, the Company sold the option to call the 
securities on July 15, 2006 (the reset date). If the call option is exercised, 
the imbedded put option is automatically triggered, resulting in the 
redemption of the original PURS. The call option holder will then have 
the right to remarket the securities at a new coupon rate for an addi- 


U.S. GAAP 


tional 30-year term ending July 15, 2036. The new coupon rate will be 
determined according to a pre-set mechanism based on market condi- 
tions then prevailing. If the call option is not exercised, the put option 
is deemed to have been exercised, resulting in the redemption of the 
PURS on July 15, 2006. 


D. The 20-year and 30-year notes are redeemable, in whole or in part, at 
the option of the Company, at any time, at the greater of par and a for- 
mula price based on interest rates prevailing at the time of redemption. 


E. During 1998, the Company initiated a commercial paper program. The 
program enables the Company to issue commercial paper up to a maxi- 
mum aggregate principal amount of $600 million or the U.S. dollar 
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Notes to Consolidated Financial Statements 


1 0 Long-term debt (continued) 


equivalent and is supported by the revolving credit facility. Commercial 
paper debt is due within one year but has been classified as long- 
term debt, reflecting the Company's intent and ability to refinance the 
short-term borrowing through subsequent issuances of commercial 
paper or drawing down on the revolving credit facility. 


F. Interest rates for the capital leases range from approximately 3%4% to 
14'4% with maturity dates in the years 2000 through 2016. The imputed 
interest on these leases amounted to $577 million as at December 31, 
1999, and $530 million as at December 31, 1998. 

The equipment agreements are secured by rolling stock and payable 
by monthly or semi-annual installments over various periods to 2003 at 
interest rates ranging from 6% to 13.7%. The principal amounts are 
payable as follows: $39 million and U.S.$12 million (Cdn$17 million) as 
at December 31, 1999, and $44 million and U.S.$16 million (Cdn$25 mil- 
lion) as at December 31, 1998. 


G. Principal repayments for the following fiscal years, including repur- 
chase arrangements and capital lease repayments on debt outstanding 
as at December 31, 1999 but excluding repayments of commercial paper 
of $9 million (U.S.$6 million), are as follows: 


Year In millions Amount 
7400 Ue oir too ACEY DOME CURC OBE REC becca OROUOET Morar! oacremadpogreeaccdee $ 271 
AO pee rincce tar pre arc COC ETD EE CAO DROTE TA OnE TER Arter GOUT Erne Dene enna tear 430 
DO 2 earsta atete tectoteterericoste spats assiaarasivacn vin aniie hres ssajatopursse hy araus snnarals din Weretavenetseele son ste 93 
DOO Beers spaistartistoiciniinse ce laaialsauslolelanistessoine ndminiotveleelOnarsalneeis sine A ceiamatere 467 
ZOOA Re Res ieee eer LAS eran teh arena eet acide ahiets oye ciermeataniaeeuatinnee cee 462 
2005S andcthereattenr asa. .cda ck erramemee op ceca entnic cocere trotaacn ene menetos 2,487 


H. The aggregate amount of debt payable in U.S. currency as at 
December 31, 1999 is U.S.$2,332 million (Cdn$3,389 million) and as at 
December 31, 1998 is U.S.$2,343 million (Cdn$3,590 million). 


/. During 1999, the Company recorded $337 million in assets and the 
corresponding debt for assets acquired through the exercise of purchase 
options on existing leases and leases for new equipment. 


1 1 Capital stock and convertible preferred securities 


A. Authorized capital stock 

The authorized capital stock of the Company is as follows: 

e Unlimited number of Common Shares, without par value 

e Unlimited number of Class A Preferred Shares, without par value 
issuable in series 

e Unlimited number of Class B Preferred Shares, without par value 
issuable in series 


B. Issued and outstanding common shares 

During 1999, the Company issued 9.2 million common shares as a result 
of the June 23, 1999 public offering. The Company also issued 1.4 million 
shares related to stock options exercised and employee share plans. The 
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total number of common shares issued and outstanding was 202.4 mil- 
lion as at December 31, 1999. 


C. Convertible preferred securities 

On June 23, 1999, the Company issued 4.6 million convertible preferred 
securities at U.S.$50 per security. These securities are subordinated secu- 
rities convertible into common shares of CN at the option of the holder 
at an original conversion price of U.S.$38.48 per common share, repre- 
senting an original conversion rate of 1.2995 common shares for each 
convertible preferred security. On or after July 1, 2002, at the option of 
CN but subject to certain conditions, the holder's rights to convert these 
securities may be extinguished if the current market price exceeds 120% 
of the conversion price for a certain period. These securities will bear 
interest, payable quarterly in U.S. dollars, at a rate of 5.25% per year, 
and are due on June 30, 2029. 


D. Stock split 

On July 20, 1999, the Board of Directors of the Company approved a 
two-for-one common stock split which was effected in the form of a 
stock dividend of one additional common share of CN common stock 
payable for each share outstanding or held in treasury on September 27, 
1999 to shareholders of record on September 23, 1999. All equity based 
benefit plans reflect the issuance of additional shares or options due 

to the declaration of the stock split. All share and per share data reflect 
the effect of the stock split. 


E. Share repurchase program 

On January 25, 2000, the Board of Directors of the Company approved 
a share repurchase program which allows for the repurchase of up to 
13 million common shares of the Company’s common stock pursuant to 
a normal course issuer bid, at prevailing market prices. 


1 2 Stock plans 


A. Employee share plan 

Effective September 1, 1997, an Employee Share Investment Plan (ESIP) 
was implemented giving eligible employees the opportunity to subscribe 
for up to 6% of their gross salaries to purchase shares of the Company’s 
common stock on the open market and to have the Company invest, on 
the employee's behalf, a further 35% of the amount invested by the 
employee. Participation at December 31, 1999 was 7,359 employees 
(5,100 at December 31, 1998). The total number of ESIP shares pur- 
chased on behalf of employees, including the Company's contributions, 
was 375,681 in 1999 and 244,122 in 1998, resulting in a pre-tax charge 
to income of $5 million and $3 million for the years ended December 31, 
1999 and 1998, respectively. 


B. Stock options 

The Company has stock option plans for eligible managers to acquire 
common shares of the Company upon vesting at a price equal to the 
market value of the common shares at the date of granting. The options 
are exercisable during a period not to exceed 10 years. The right to exer- 
cise options generally accrues over a period of four years of continuous 
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employment. Options are not generally exercisable during the first 12 
months after the date of grant. At December 31, 1999, a total of 9.6 mil- 
lion common shares remained authorized for issuance under these plans. 

Options issued by the Company include conventional options, which 
vest over a period of time, and performance options, which vest upon 
the attainment of Company targets relating to the operating ratio and 
unlevered return on investment. The total conventional and performance 
options outstanding at December 31, 1999 were 4.1 million and 4.2 mil- 
lion, respectively. 

Changes in the Company's stock options are as follows: 


C. Stock-based compensation expense 

Compensation expense for certain performance-based stock-option 
awards under these plans is determined by the options’ intrinsic value in 
accordance with APB 25, “Accounting for Stock Issued to Employees, ” 
and related interpretations. Compensation expense recognized for stock- 
based awards was $7 million, $13 million and $17 million in 1999, 1998 
and 1997, respectively. Had compensation expense been determined 
based upon fair values at the date of grant for awards under all plans, 
consistent with the methods of FAS 123, “Accounting for Stock-Based 
Compensation,” the Company's pro forma net income and earnings per 
share would have been as follows: 


Number Weighted-average 
ee SKE PSE Year ended December 31, 1999 1998 1997 
In millions 
N@tiincomen (iMHNONS) i cacwrnctciceannoanreniaenenoci $ 740 $ 270 $1,051 
Outstanding at December 31, 1996 ..............22220085 3.1 $15.57 — Basic earnings per share ..........cccceceeesseeeeeeees $3.75 $1.47 $ 6.18 
Graritedd is. ABMs e <niassicremaeioun water dan Eos Tet $ 28.29 Diluted earnings per CAT RR et dette hele bak Feet $3.68 $1.46 $ 6.10 
Canceled’S Meas cnsracae cans iene cans oneaeaane eee (0.3) $ 15:53 
Exercised! ce sais oie eee tt See de nees cmannans consent ; i A ; 
foci bel one These pro forma amounts include compensation cost as calculated 
Outstanding at December 31; 1S keV eenee rine nee tet are 3.6 $ 19.43 using the Black-Scholes option pricing model with the following 
Conversion of [@Options' “Sapient ee ritant meee epee dete 3.0 U.S.$ 22.57 aceenne: 
Granted beet teenie. ek Meee eRe eee ite oie 1.3 $ 37.35 P ae 
Canceled oes. nieces: SR ae eee Se Te es (0.4) $ 20.22 Year ended December 31, 1999 1998 1997 
EXOKClSed licen crecyeh arcu rey eee eRe er ome (0.4) $ 19.42 SU cciseen is jess e 70 70 70 
Outstanding at December 31, 1998 .............cesee 7. $29.11 Risk-free interest rate ......cccccceseceseevssevseeeeeee 6.64% 5.52% 6.05% 
Grantedias. ereccecnenton: GuanootodagorsnbmpuonospodednoD 3.0 $ 45.46 Expected stock price volatility , POS, ARS 1 ON 30% 30% 30% 
Ganceleds rs i dcror ta ee ea ORION SAA BABE eee (0.4) $ 34.51 Average dividend per share AR, a $ 0.60 $ 0.53 $ 0.46 
EXENGIS@d) stern suites ene MENS Ra Oy aS Re eat 8 (1.4) $ 25.43 
Outstanding at December 31, 1999 on ans scree assy 8.3 $34.88 Year ended December 31, 1999 1998 1997 
(1) Includes the IC converted stock options translated to Canadian dollars using Weighted-average fair value of options granted........ $18.93 $14.36 $10.47 
the foreign exchange rate in effect at the balance sheet date. 
Stock options outstanding and exercisable as at December 31, 1999 were as follows: 
Options outstanding Options exercisable 
Weighted- Weighted- Weighted- 
average average average 
Range of Number years to exercise Number exercise 
exercise prices of options expiration price of options price 
In millions In millions 
Options:granted in 1995 eke ice semcictssie islet eratietaaret $13.50 0.7 3 $ 13.50 0.7 $ 13.50 
Options. grantediinyl 9G. cere arieseeeeceantcesatan is $18.52-$23.72 0.7 3 $ 18.66 0.3 $ 18.73 
Options:granted Inul997 cecncentmceeratat aceon cee eat $24.85-$38.75 0.7 5 $ 28.33 0.2 $ 28.67 
Options’ granted ine1998i eri aasascsdeneeeranoe sence. $ 9.25-$46.25 33 7 $ 34.91 2.3 $ 33.91 
Options granted\in/ 1999) aera .ccumer se tanec ade ces 92-1 $36.14-$49.45 2.9 9 $ 45.40 - - 
Balance at December 31, 1999"... ...csccceneernceenseees 8.3 7 $34.88 35 $28.16 


(1) Includes the IC converted stock options translated to Canadian dollars using the foreign exchange rate in effect at the balance sheet date. 
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1 3 Pensions 


The Company has retirement benefit plans under which substantially all 
employees are entitled to benefits at retirement age, generally based on 
compensation and length of service and/or contributions. The tables that 
follow pertain to all such plans. However, the following descriptions 
relate solely to the Company's main pension plan, the CN Pension Plan. 
The Company's other pension plans are not significant. 


Description of plan 

The CN Pension Plan (the Pension Plan) is a contributory defined benefit 
pension plan that covers substantially all CN employees. It provides for 
pensions based mainly on years of service and final average pensionable 
earnings and is generally applicable from the first day of employment. 
Indexation of pensions is provided after retirement through a gain (loss) 
sharing mechanism, subject to guaranteed minimum increases. An inde- 
pendent trust company is the Trustee of the Canadian National Railways 
Pension Trust Funds (CN Pension Trust Funds). As Trustee, the trust com- 
pany performs certain duties which include holding legal title to the 
assets of the CN Pension Trust Funds and ensuring that the Company, as 
Administrator, complies with the provisions of the Pension Plan and the 
related legislation. 


Funding policy 

Employee contributions to the Pension Plan are determined by the plan 
rules. Company contributions are in accordance with the requirements of 
the Government of Canada legislation, The Pension Benefits Standards 
Act, 1985, and are determined by actuarial valuations conducted at 

least on a triennial basis. These valuations are made in accordance with 
legislative requirements and with the recommendations of the Canadian 
Institute of Actuaries for the valuation of pension plans. 


Description of fund assets 

The assets of the CN Pension Plan are accounted for separately in the CN 
Pension Trust Funds. These assets consist of cash and short-term invest- 
ments, bonds, mortgages, Canadian and foreign equities, real estate, and 
oil and gas assets. 


(a) Change in benefit obligation 


In millions Year ended December 31, 1999 1998 
Benefit obligation at beginning of year..............cce cece eens $10,540 $ 9,151 
Arriendments® x. trteclss samen vlalesare cemteneie tan np actienatenets - 212 
SQFVICE. COSC. .scaaacemacai ceumoitine cnn vale neciaesslalets oieintcanee 95 81 
[Ntehest COST! + acccsamie niga saunas uabtecoe mM eae citi lesisitsistancuts 632 629 
Plan patticipantsy COntriDUtIONS 7m; ccsun a seniaseees setcmenisenie te 73 76 
Foreign’ Curnency ChanGeS: cr cnetace mney tetaireatsiacey arena ceeronrastele (3) i 
Effect'of:cUrtallment! Sos. cen cseeterctan inch tent ren cieuntrresr tone - 23 
Actuarial) (gain)lOssiatert cencsasennaucapomeck abiacitvscaitenctaatts (746) 1,006 
Benefit payments and transfers .............cceeeeeeeeeeeeeennes (656) (645) 
Benefit obligation at end Of year ..........0cceceveeneee sess enees $ 9,935 $10,540 
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(b) Change in plan assets 


In millions Year ended December 31, 1999 1998 
Fair value of plan assets at beginning of year.................0065 $10,728  $ 9,984 
Actual return on’ planvassetss...0me-nsc caenaemscemeeeseneeoee 1,567 1,229 
Employencontributions sa mescesteaemsts nected aaaneariserstereriamerss 59 77 
Plan participants; contribUtionS: cc sssrnascemsascesteecascenear at 73 76 
Foreign:currency, CHARGES: mare nnmcuniten cea ctanetiasictes astttanettt: (3) 7 
Benefit payments and transfers ...........cccseeeeee eee reece ee (656) (645) 
Fair value of plan assets at end Of Year .........0ececeee ns en ene $11,768 $10,728 
(c) Funded status 
In millions December 31, 1999 1998 
Excess of fair value of plan assets over 

benefit obligation at end of year ......... cc cceeeeeeee eee es $1,833 $ 188 
Unrecognized net actuarial gain ........... cc cee eee ene eee eens (1,976) (372) 
Unrecognized net transition obligation ..................eeee eee 78 96 
Unrecognized prior service COSt .........csseeeeeeeeeneeeeeenaneees 172 193 
Neti amount TeCOQniZed 5a. ste aaetues mastenine sana sonesae amet: $ 107 $ 105 
(1) Subject to future gain sharing under the terms of the plan. 
(d) Amount recognized in the Consolidated Balance Sheet 
In millions December 31, 1999 1998 
Prepaid benefiticost’s; aasraacnc sae anescimencne eae eee cence ete $ 113 $ 112 
Accrued benefiticost Sees sace cor ac eee eee oan one ree one (6) (7) 
Additional minimuriliability’<asscsun se eace sateen sesseetinceenees - (5) 
Intangible:asset 2 tscapotpeouccnaw eats secures asec eri iasccnin - 3 
Accumulated other comprehensive income .............eeeeeeeeeees - 2 
Net amount FeCOGMIZED asin. crereas scare teetoecys acho caterer apne $ 107 $ 105 
(e) Components of net periodic benefit cost 
In millions Year ended December 31, 1999 1998 1997 
SERVICE GOSS inirecuscoatieror none awuncrenarmerernteameneaernets $ 95 $ 81 $ 51 
[NtereStR COSTA semen: cecnven icant ace mentee cceraercver 632 629 613 
Expected return on plan assets ...........cc00eeceeeees (732) (701) (657) 
Amortization of net transition obligation .............. 19 21 20 
Amortization of prior service COSt .........seceee een e ee 20 20 2 
Recognized net actuarial loss ...........ceeeee eee e eee 23 = 12 
Net periodiG benentcOSt man. teeneaes. seen teeta alae $ 57 $ 50 $ 41 
(f) Weighted-average assumptions 

December 31, 1999 1998 1997 

DISCOUNTIATE A crctanpnatuttenrechars cial oriasc ete sin wala waineta.cin erels.ec 7.00% 6.00% 6.50% 
Rate of compensation increase.............cceeeee eee 4.25% 4.25% 4.50% 
Expected return on plan assets for 

year ending December 31.............:seeeeeeene 9.00% 9.00% 8.25% 


As at December 31, 1998, one of the Company's pension plans had 
an accumulated benefit obligation ($114 million) in excess of the fair 
value of the plan assets ($102 million) which gives rise to additional 
minimum pension liability. The projected benefit obligation was $119 mil- 
lion at December 31, 1998. 
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14 Special charge 


The Company recorded a charge to operations of $590 million in 1998 
for workforce reduction plans aimed at reducing future operating 
costs and increasing productivity. The charge includes severance and 
other payments to be made for approximately 3,000 reductions (1,400 
occurred in 1998; 1,300 occurred in 1999; and the remainder are to be 
made in 2000). Labor productivity and operating efficiency initiatives 
span the entire organization with reductions in the administration, 
transportation, engineering and equipment functions. The majority 

of payments related to workforce reductions are expected to occur 


throughout the next six years. 


1 5 Interest expense 


In millions Year ended December 31, 1999 1998 1997 

Interest on long-term debt...250. ccc. .ceseseesecereesee $319 $257 $121 

Interest on short-term borrowingS .........sseeeeeenaes - 2 2 

InterestINcOmMencA sce tosh wee ee recoh ate Reeone (5) (17) (6) 
Total continuing Operations ........60.0ccceecee ene eenes $314 $242 $117 

Cash interest payments for continuing operations ...... $311 $192 $109 
1 6 Other income 

In millions Year ended December 31, 1999 1998 1997 

Gain on disposal of properties............c0cseeeeeeeees $ 56 $ 51 $ 37 

InvestMENt INCOME araaceinceee meneame kame aes 21 20 19 

Netiventalil0ssi. s-ewsaeence centre eer erro (25) (20) (10) 
Foreign exchange gain (l0SS) ...........sseeeeeeeeneeees 4 (26) (38) 
Income) (oss) :fromiGanacinGe.naeniecreeeneceen: 1 5 (2) 
Gain on sale of interest in joint venture ................ - - 21 

Other sin bara Saws ee ria ote coe sons (2) (13) (3) 

S55 Saiti7 $ 24 
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1 7 Income taxes 


The Company's income tax expense from continuing operations is 


as follows: 
In millions Year ended December 31, 1999 1998 1997 
Combined basic Canadian federal 
and provincial tax rate 
(combined basic tax rate)......... cece eee e renee eee 44.4% 44.4% 44.4%: 
Income tax expense from continuing 
operations based on the combined 
Dasicataxataten carro yecrrereeet anions Saute acing $(536) $(132) $(370) 
Income tax (expense) recovery 
resulting from: 
Federal large corporations tax 
andiother taxeSecv arose eres csecion spencer (12) (18) (10) 
US:tax:rate’ differential t.;/..-ssssmacsscneneacens 38 - - 
Gain on disposal of properties ................0000 8 8 4 
Equity iniearningsOtiGuereac.cce-ceeenecee eee - 47 = 
Other avisrcjacs sectarian seb iioscor wns Sere srreneaet 40 21 11 
Income tax expense from continuing operations $(462) $ (74) $(365) 
Income tax expense from continuing 
operations is represented by: 
Guierenteacaty. net chare oscar hart croatian $ (45) $ (18) $ (10) 
Defenedics.cestennnncsuantee siti hats yauenocain (417) (56) (355) 
$(462) $ (74) $(365) 
Income tax recovery related 
to discontinued operations ................eeeeeeee $ - $ - $ 12 
Cash payments for income taxes ............0seeee eens $ 45 $ 18 $ 10 


Significant components of deferred income tax assets and liabilities 


are as follows: 


In millions December 31, 1999 1998 
Deferred income tax assets 
Lossicanrytonwards) xtc caacanmenasssacnmies Seserssniei oosemenmete $ 39 $222 
Workforce reduction proviStOns :nccmencvarersnjrreeyscreine smear 266 352 
AccrualstandOthenmnreSemves nme. cares sasine scene dca teresa 186 76 
Post-retirement benefits weeccncsasnscaeeseruiaumsravueeaerrto saat 89 20 
580 670 
Deferred income tax liabilities 
PrOPeOntios ter ccter cuter rrmtesrmou an str cin oie sob lncatsans ahoaiele stem 3,409 866 
3,409 866 
Total net deferred income tax liability .............ccceee cena eee 2,829 196 
Net current deferred income tax asset ..........0.cecseeeeeeeee ees 146 131 
Net long-term deferred income tax liability ..... 0.0... 0ccceee eee ees $2,975 $327 


1 8 Discontinued operations 


Consistent with the Company's plan to focus resources on operating a 
transportation network, in late 1997 the Company adopted a formal plan 


to exit its telecommunication business operated by a subsidiary. The 


1997 loss from discontinued operations is comprised of $6 million, after 
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1 8 Discontinued operations (continued) 


tax, related to losses from this business and a $12 million after-tax provi- 
sion for loss on disposal. The assets and liabilities of discontinued opera- 
tions reflected in the Consolidated Balance Sheet are insignificant. The 
cash used by discontinued operations in 1997 was $20 million. 


1 9 Segmented information 


A. Geographic areas 
The Company operates in one business segment with operations and 
assets in Canada and the United States. 


B. Information on geographic areas 


In millions Year ended December 31, 1999 1998 1997 
Revenues: 
Canadianiirallisteseecaeoces cece ate sates $ 3,524 $ 3,500 $ 3,726 
WS sitll ea stecazecbian seaettersnea tre elon ae reste acre 1,712 578 557 
$ 5,236 $ 4,078 $ 4,283 
Operating income: 
Gariadianirail!) sce cmaescovma sesanncsean meen ote $ 1,015 $ 381 $ 846 
UiSsial Remiscrse ror tacrempapirc etctci sein etatahssesslels Rloareyes 452 37 81 
$1,467 $ 418 $ 927 
Income (loss) from continuing operations: 
Canadianirallieswssrectrtoderaeatnte cease G OS < we & ain 
WISHrall Reson cacce srcectsamennicenee- seca mncc sees 181 (106) 52 
Equitynmeamings: offl Grareenparncere tect eecamere - 105 - 
$ 746 $ 224 $ 469 
Depreciation and amortization: 
Ganadianiralll (():Werimatnt ete cee ene eras $ 294 $ 304 $ 303 
UISStauh eee ecesncpe ony eerie arninacsnanaanar ent. 202 15 14 
$ 496 $ 319 $ 317 


Capital expenditures: (ii) 


Ganadiantralli(ijiecca ieee aeaeer eect ooiecs $ 954 $ 787 $745 
USSirall nee seen ce cos oer see eee 324 84 48 
$ 1,278 $ 871 $ 793 
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In millions December 31, 1999 1998 

Identifiable assets: 

Canadian rail! wi odo cawie Recar eae eee aE ee $ 8,189 $ 7,713 
WAS || ReReernce ct cydcteise ronan Aare ae arin saoreicsnochoan neo 8,227 404 
Investment inl. satmyrece crciesis eateeapeasorr ae tee eee Meee eee - 3,821 

16,416 11,938 

Discontinued operationsys.). naseasoscas tt nee ose aeen eee: 14 14 

$16,430 $11,952 

(i) Includes $6 million (1998: $3 million, 1997: $2 million) depreciation and 
amortization of properties related to net rental income and Canac Inc. 

(ii) Represents additions to properties. 

(iii) Includes $11 million (1998: $17 million, 1997: $5 million) of additions of 
properties related to net rental income and Canac Inc. This amount also 
includes non-cash capital expenditures financed with capital leases and 
capitalized depreciation. 

20 Earnings per share 

The 1998 and 1997 figures have been adjusted for the two-for-one 

stock split (see Note 11(D)). 

Year ended December 31, 1999 1998 1997 

Basic earnings per share 

Income from continuing operations .................0605 $3.78 $1.22 $ 2.75 

Discontinued operations pee-seesee mec renee ec teeeeanee - - (0.11) 

Cumulative effect of changes in accounting policy .... 0.03 0.23 3.47 

NELINCOMO seen tes cron tecstunak san ee eee coe eee $3.81 $1.45 $6.11 

Diluted earnings per share 

Income from continuing operations ................065 $3.71 $1.21 $ 2.72 

Discontinued operations sm-rreate.cereeceseen eater - - (0.11) 

Cumulative effect of changes in accounting policy .... 0.03 0.23 3.42 

INET INCOMOlRRa a nay eeec oo cere ere $3.74 $1.44 $ 6.03 
The following table provides a reconciliation between basic and 

diluted earnings per share: 

In millions, 

except per share data Year ended December 31, 1999 1998 1997 

Income from continuing operations .................0. $ 746 $ 224 $ 469 

Income impact on assumed conversion 

ofipreferredisecurities weaqianc- can eaanemenee eee tee Gy PA A 

Weighted-average shares outstanding ................ 197.3 183.1 170.1 

Effect of dilutive securities and stock options ........ iy 1.7 es: 

Weighted-average diluted shares outstanding ........ 202.5 184.8 172.4 

Basic earnings per share 

from continuing operations .............e.ceseeeees $ 3.78 $ 1.22 $ 2.75 

Diluted earnings per share 

from continuing operations ................0eeeeees $ 3.71 $ 1.21 $ 2.72 
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Pro forma amounts assuming retroactive application of new 
accounting policies: 


In millions, 


except per share data Year ended December 31, 1999 1998 1997 
Income from continuing operations .............0.0s00e $ 746 $214 $ 484 
Basic earnings per share ..............c0ceeeeeeeneees $3.78 $1.17 $2.85 
Diluted earnings per share ..............0ceseceeeeees $3.71 $1.16 $2.81 
N@t income Oi. s-cte-unscerae ments teceaiepe nem cictecmaa caters saci $ 746 $214 $ 466 
Basicearnings:per:share’=.. «.ce.crcnasscnet-neeceeree $3.78 $1.17 $2.74 
Diluted earnings per share ...........ce0ceeceeee eens $3.71 $1.16 $2.70 


21 Major commitments and contingencies 


A. Leases 

The Company’s commitments as at December 31, 1999 under operating 
and capital leases totaling $893 million and $1,482 million, respectively, 
with annual net minimum payments in each of the five following fiscal 
years to 2005 and thereafter, are as follows: 


Year In millions Operating Capital 
2QOO: srissis cisiaicc cece athe eee eaten mine Sharctamtearomm esos cee pialerres $169 $ 170 
LOOT: Aes hrepcietccdties nwasetas ema bu steno Rplr Sowa esaenmemncte 154 179 
2002 prjcatii simette debits asnents ove ce ideireameeeidenilasann vamepins 130 132 
ZOOS wi derdeiasiteysi rennet aetaiaen aattiacketismei erate sncceke os 102 132 
ZOOS svar as cvcsnamiersyncrtnieralstenrecreistateestsiotectermaecn aalaweren veins 84 107 
2005rand: thereaften <).,.Miewcreranssmeaines saanuectasetselsz estes 254 762 
$893 1,482 

Less: imputed interest on capital 

leases at rates ranging from 

approximatel yi374%o tO nA 690i ars tetetscrerepiatstein tein elsiatsieiojeesetehssielnis alsisieisise stafwaiee 577 
Present value of minimum lease payments 

at.currentiratelincludediinidebtccrrm:sceaaaaunanan rnc sean ne meiscecmacetecers $ 905 


B. Other commitments 

As at December 31, 1999, the Company had commitments to acquire 
locomotives and freight cars at an aggregate cost of $111 million, rail at 
a cost of $38 million, railroad ties at a cost of $39 million, automotive 
equipment at a cost of $18 million, and intermodal equipment at a cost 
of $1 million. Further, as at December 31, 1999, the Company had entered 
into car repair commitments totaling $18 million for the years 2000 to 
2002 and into agreements with fuel suppliers to purchase approximately 
47% of its anticipated 2000 volume at market prices prevailing on the 
date of the purchase. 


U.S. GAAP 


C. Contingencies 

In the normal course of its operations, the Company becomes involved in 
various legal actions, including claims relating to injuries and damage to 
property. The Company maintains provisions for such items which it con- 
siders to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1999 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position. 


D. Environmental matters 

The Company's operations are subject to federal, provincial, state, munic- 
ipal and local regulations under environmental laws and regulations 
concerning, among other things, emissions into the air; discharges into 
waters; the generation, handling, storage, transportation, treatment and 
disposal of waste, hazardous substances, and other materials; decommis- 
sioning of underground and aboveground storage tanks; and soil and 
groundwater contamination. A risk of environmental liability is inherent 
in the railroad and related transportation operations; real estate owner- 
ship, operation or control; and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance and 
clean-up requirements in its railroad operations and relating to its past 
and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely to 
be incurred in the next several years, based on known information, for 
environmental matters, the Company's ongoing efforts to identify poten- 
tial environmental concerns that may be associated with its properties 
may lead to future environmental investigations, which may result in 
the identification of additional environmental costs and liabilities. 

The magnitude of such additional liabilities and the costs of complying 
with environmental laws and containing or remediating contamination 
cannot be reasonably estimated due to: 


(i) the lack of specific technical information available with respect to 
many sites; 


(ii) the absence of any government authority, third-party orders, or 
claims with respect to particular sites; 


(iii) the potential for new or changed laws and regulations and for 
development of new remediation technologies and uncertainty 
regarding the timing of the work with respect to particular sites; 


(iv) the ability to recover costs from any third parties with respect to 
particular sites; and 


therefore, the likelihood of any such costs being incurred or whether 
such costs would be material to the Company cannot be determined 
at this time. There can thus be no assurance that material liabilities 
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21 Major commitments and contingencies (continued) 


or costs related to environmental matters will not be incurred in the 
future or that the Company's liquidity will not be adversely impacted by 
such environmental liabilities or costs. Although the effect on operating 
results and liquidity cannot be reasonably estimated, management 
believes, based on current information, that environmental matters will 
not have a material adverse effect on the Company's financial condition 
or competitive position. Costs related to any future remediation will 

be accrued in the year in which they become known. 

As at December 31, 1999, the Company had aggregate accruals for 
environmental costs of $96 million ($65 million as at December 31, 1998). 
During the year, $16 million was applied to the provision for environ- 
mental costs compared to $11 million in 1998 and $11 million in 1997. 
In addition, related environmental capital expenditures were $11 million 
in 1999, $13 million in 1998 and $13 million in 1997. The Company also 
expects to incur capital expenditures relating to environmental matters of 
approximately $15 million in 2000, $13 million in 2001 and $10 million 
in 2002. The Company has not included any reduction in costs for anti- 
cipated recovery from insurance. 


2 2 Financial instruments 


A. Risk management 

The Company has limited involvement with derivative financial instru- 
ments in the management of its fuel, interest rate and foreign currency 
exposures, and does not use them for trading purposes. 


(i) Credit risk 

The Company is exposed to credit risk in the event of non-performance 
by counterparties to its derivative financial instruments but does not 
expect such non-performance as counterparties are of high credit quality. 
Collateral or other security to support financial instruments subject to 
credit risk is usually not obtained; however, the credit standing of coun- 
terparties is regularly monitored. The total risk associated with the 
Company’s counterparties was immaterial at December 31, 1999. The 
Company believes there are no significant concentrations of credit risk. 


(ii) Interest rates 
The Company uses derivative financial instruments from time to time to 
hedge the exposure to interest rate fluctuations on anticipated transactions. 
In 1998, the Company hedged a portion of its exposure to interest 
rate risk on the issuance of U.S.$925 million of long-term debt associated 
with the IC acquisition by means of forward contracts and options. The 
hedging cost has been deferred and is being amortized over the term of 
the respective debt issues. 


(iii) Foreign currency 

Although the Company conducts a majority of its business and receives 
revenues primarily in Canadian dollars, a significant portion of its busi- 
ness is conducted and revenues are denominated in U.S. dollars. Thus, 
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the Company’s results are affected by fluctuations in the exchange rate 
between these currencies. Changes in the exchange rate between the 
Canadian dollar and other currencies (including the U.S. dollar) make 
the goods transported by the Company more or less competitive in the 
world marketplace and thereby affect the Company's revenues. 

The Company has entered into a forward exchange contract (cur- 
rency swap) with respect to its 15-year Swiss franc bonds. This forward 
exchange contract acts as a hedge to effectively fix the amount of 
Canadian dollars required over the term of the debt to make all neces- 
sary payments in the foreign currency of issue. The Company has not 
incurred any significant net gains or losses in respect of this transaction. 
Losses due to non-performance by the counterparty to its foreign cur- 
rency swap are not anticipated. 

In 1998, the Company designated all of its U.S. dollar denominated 
long-term debt as a foreign exchange hedge of its net investment in IC. 
As a result, unrealized foreign exchange gains and losses, from the date 
of designation, on the translation of the Company’s U.S. dollar denomi- 
nated debt are included in Accumulated other comprehensive income, 
along with the unrealized foreign exchange gains and losses on the 
translation of the Company’s net investment in IC, which forms part 
of Shareholders’ equity. 


(iv) Fuel 

The Company has a hedging program in place to mitigate the effects 
of fuel price changes on its operating margins and overall profitability. 
The Company has entered into various swaps and collar agreements to 
mitigate the risk of fuel price volatility. The Company also monitors its 
hedging positions and the credit ratings of its counterparties and does 
not anticipate losses due to counterparty non-performance. At Decem- 
ber 31, 1999, the Company had hedged approximately 27% of the esti- 
mated 2000 fuel consumption. Unrecognized gains (losses) from the 
Company's fuel hedging activities amounted to approximately $9 million 
and $(8) million at December 31, 1999 and 1998, respectively. 


B. Fair value of financial instruments 

Generally accepted accounting principles define the fair value of a 
financial instrument as the amount at which the instrument could be 
exchanged in a current transaction between willing parties. The Company 
uses the following methods and assumptions to estimate the fair value 
of each class of financial instruments for which the carrying amounts 

are included in the Consolidated Balance Sheet under the following 
indicated captions: 


(i) Cash and cash equivalents, Accounts receivable, Accounts payable 
and accrued charges, and Other current liabilities: 

The carrying amounts approximate fair value because of the short 
maturity of these instruments. 
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(ii) Other assets and deferred charges: 
Investments: The Company has various debt and equity investments for 


which the carrying value approximates the fair value, with the exception 


of an investment for which the fair value was estimated based on CN’s 
proportionate share of its accumulated earnings. 


(iii) Long-term debt: 


The following table presents the carrying amounts and estimated 
fair values of the Company’s financial instruments as at December 31, 
1999 and 1998 for which the carrying values are not disclosed on the 
Consolidated Balance Sheet or for which the carrying amounts are 
different from the fair values: 


In millions December 31, 1999 


December 31, 1998 


The fair value of the Company's long-term debt is estimated based on Carrying Fair Carrying Fair 
the quoted market prices for the same or similar debt instruments, as oe ele bite ly eles 
well as discounted cash flows using current interest rates for debt with Financial assets 
similar terms, company rating, and remaining maturity.  epellgg is bos SoU napa. icc te $22 $ cs Ra 
(iv) Convertible preferred securities: Financial liabilities 
The fair value of the Company's convertible preferred securities is esti- Long-term debt 
trek Laceal on thelauotedimanee otic (including current portion)......... $4,219 $4,092 $4,128 $4,226 
5 Pas Convertible preferred securities....... $ 334 $ 281 $ = $ = 
23 Other comprehensive income (loss) 
A. Components of Other comprehensive income (loss) and the related 
tax effects are as follows: 
In millions Year ended December 31, 1999 Year ended December 31, 1998 
Before Income tax Before Income tax 
tax (expense) Net of tax (expense) Net of 
amount recovery tax amount amount recovery tax amount 
Unrealized foreign exchange gain (loss) on 
translation of U.S. dollar denominated 
long-term debt designated as a 
hedge of the IC investment ............0:csceeeeeenee ene es $ 180 $(69) $111 $(246) $ 102 $(144) 
Unrealized foreign exchange gain (loss) on 
translation of the net investment in IC................0005 (202) (124) 259 (108) 151 
Minimum pension liability adjustment...............0.e0seees 2 1 (2) 1 (1) 
Other comprehensive income (10SS) .......00cceceeneeeneeenes $ (20) $ (12) So it ey 6) Sao 


B. Changes in the balances of each classification within Accumulated 
other comprehensive income (loss) are as follows: 


Minimum — Accumulated 


Foreign Foreign pension other 

exchange exchange liability comprehensive 

In millions U.S.$ debt IC investment adjustment income (loss) 

Balance at January 1,1998... $ —- $ - $= Sa 

Period change ............++. (144) 151 (1) 6 
Balance at 

December 31, 1998....... (144) 151 (1) 6 

Current period change ....... 111 (124) 1 (12) 
Balance at 

December 31, 1999 ...... $ (33) Seay, $ - $ (6) 
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24 itinois Central Railroad Company consolidated 
financial information 


The Company has fully and unconditionally guaranteed certain publicly 
issued debt of Illinois Central Railroad Company (ICRR). Consequently, 
the Company has not presented separate financial statements and 
other disclosures, other than those presented below, because manage- 
ment has determined that such information is not material to the 
holders of ICRR debt. 

Summary financial information for ICRR, on its historical cost 
basis, for the years ended December 31, 1999, 1998 and 1997, and 
as at December 31, 1999 and 1998, is presented below. 


Illinois Central Railroad Company 
Condensed Consolidated Statement of Income 


In millions of U.S.$ Year ended December 31, 1999 1998 1997 
REVENUES... ..surecuavtrsiareroseieletie we celaare eee anne taco $670 $651 $623 
Operating expenses iicrst.cienthcaenancssestenlsen eaaitertenfents 529 444 395 
Operatingiinicomes... « qcesccr..-5 acseeeecemnee eerie 141 207 228 
Otheriticome vs. sei eecsseeenctecs ner eerste 6 13 

Interest!expenSe..usanns smsvenancee oooh taco cameramen (48) (28) (28) 
Income before income taxes ............ceeeeeseenseees 99 192 206 
Income‘tax expensents.-2..-caeeacne seccerneeeenceese (37) (71) (70) 
NG@EINCOME ss S5nd6 x ton Seco eos ERO ERE $ 62 $121 $136 
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Operating expenses for the years ended December 31, 1999 and 
1998 include a special charge for workforce reductions and compensa- 
tion payments related to the merger of U.S.$46 million and U.S.$28 mil- 
lion, respectively. 

The year ended December 31, 1999 also includes a charge of 
U.S. $25 million primarily related to litigation settlements and 
casualty claims. 


Illinois Central Railroad Company ° 
Condensed Consolidated Balance Sheet 


In millions of U.S.$ December 31, 1999 1998 


Assets 
Current assets $ 220 $ 218 
Non-current assets 1,735 1,667 


TOCA ASSOtS Is. cesctsscetssoosctenee eevee ee $1,955 $1,885 


Liabilities and stockholders’ equity 


Current liabilities 2... sae ncormenen een eeeee eee eee $ 282 $ 271 
Payable ‘to: affiliate. ti.cs.i.Jcsickeslesccacscnecestoscecersateccosee coer eee 578 

Long-term debt... 2.5. cccsadeasnccosteascucvesscoatteoresioncaestereerare een ene 512 544 

Deferred income taxes: zisiccciscuestssnvsescssscerneessmesrararee cere ee 337 334 

171 109 

75 627 


$1,955 $1,885 


25 Comparative figures 


Certain figures, previously reported for 1998 and 1997, have been 
reclassified to conform with the basis of presentation adopted in the 
current year. 
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Management's Discussion and Analysis 


Management's discussion and analysis relates to the financial condition and results of operations of Canadian National Railway Company (CN) 
together with its wholly owned subsidiaries, including Grand Trunk Corporation and Illinois Central Corporation (IC). As used herein, the 

word “Company” means, as the context requires, CN and its subsidiaries. CN’s common shares are listed on the Toronto and New York stock 
exchanges. Except where otherwise indicated, all financial information reflected herein is expressed in Canadian dollars and determined on 
the basis of Canadian generally accepted accounting principles (Canadian GAAP). 


Financial results 


1999 compared to 1998 

Where applicable and for comparative purposes only, management's 
discussion and analysis of the financial results when comparing 1999 
versus 1998 has also been provided using 1998 pro forma figures 

as presented in Note 4 to the 1999 consolidated financial statements. 
As used herein, 1998 pro forma refers to the consolidation of the 
results of operations of IC, assuming the acquisition and control of 
IC occurred on January 1, 1998. 

The Company recorded consolidated net income of $602 million 
($3.02 per share) for the year ended December 31, 1999 compared to 
$109 million ($0.60 per share), or $132 million ($0.69 per share) on a 
pro forma basis, for the year ended December 31, 1998. 

In 1998, the Company recorded a special charge of $590 million, 
$345 million after tax ($1.88 per share, $1.80 per share pro forma) for 
workforce reductions. Excluding the effect of this item, consolidated net 
income was $454 million ($2.48 per share), or $477 million ($2.49 per 
share) on a pro forma basis, for the year ended December 31, 1998. 

Operating income was $1,233 million for 1999 compared to 
$247 million ($480 million pro forma) in 1998. When compared to 


1998 operating income of $837 million ($1,070 million pro forma), 
excluding the special charge, 1999 operating income increased by 
$396 million, or 47% ($163 million, or 15% pro forma). The operating 
ratio in 1999 was 76.6% compared to 79.6% (79.3% pro forma) in 
1998, excluding the special charge. 


Revenues 

Revenues for the year ended December 31, 1999 totaled $5,261 million 
as compared to $4,101 million in 1998, an increase of $1,160 million, 

or 28%, mainly attributable to the consolidation of IC’s operating results 
in 1999. 

When compared to 1998 pro forma revenues of $5,160 million, 
annual revenues increased by $101 million, or 2%. The increase was 
mainly due to higher revenues in automotive, petroleum and chemicals, 
and intermodal, partially offset by coal. Revenue ton miles increased 
by 4% while freight revenue per revenue ton mile decreased by 2%. 

The 1998 data presented in the following table is on a pro forma 
basis. For comparative purposes only, variances relating to the individ- 
ual business units are discussed and analyzed solely using the 1998 
pro forma figures. 


Year ended December 31, 1999 1998 1999 1998 1999 1998 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
Petroleurnand: Chemicals: czskec osteo Siac Ge een reeD cne nae ceed $ 878 $ 851 24,194 22,100 3.63 3.85 
Metals:and: mineralss< iis a satewesccitetemee svete enacts nee een 398 408 9,271 9,970 4.29 4.09 
FOreSt PrOCUcts Xateaves ora cootass 5 oeeue reine ee Re Te OR eT CAC aa ae eee 995 979 27,500 26,220 3.62 3.73 
Coal seriiccias Giigsivn eve Diag civelc eet aain Oona aa ont ci iat mci aR a eee 402 474 18,645 19,907 2.16 2.38 
Grain sand fertilizers. oy «seems snes casa ate arta oH TR ne RRA a 1,066 1,068 38,681 37,904 2.76 2.82 
intermodal, . cwashx aaysosncc yay setae oa na sees CRS Amin cant Chon at EEL es 810 790 22,589 20,353 3.59 3.88 
AUTOMOTIVE ie ceric Retail 28 baie i iats, Sardine caren UN err Tilley eM eg 483 382 2,733 2215 17.67 17.25 
Other ftemisiy cients carr seis shares oe tiersex ack an, iene ncaa rte ai Te eR 229 208 - = = x 
LOCAL isi sic a Fire ete ag ketaes ue era v a Gioe Min SETAC LU Ree ee $5,261 $5,160 143,613 138,669 3.50 3.57 
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Petroleum and chemicals — Revenues and volumes increased by 
3% and 9%, respectively 

Revenues for the year ended December 31, 1999 increased by $27 mil- 
lion over 1998. Growth stemmed from favorable market conditions for 
sulfur, plastics and plastics derivatives, particularly in Canada, and strong 
demand for liquefied petroleum gas. The improvement was partially off- 
set by increased short-line payments related to the Company's network 
rationalization program. An increased average length of haul contributed 
to a 6% decrease in revenue per revenue ton mile. 


Petroleum and chemicals 


Carloads* In thousands 


Forest products — Revenues and volumes increased by 

2% and 5%, respectively 

Revenues for 1999 increased by $16 million over 1998. The positive 1999 
performance reflected growth in lumber and panels traffic in line with 
Canadian and U.S. construction markets, gradual recovery in international 
woodpulp markets, as well as a strike at a major paper producing cus- 
tomer in 1998. Increased short-line payments related to the Company's 
network rationalization program partially offset the improvements in 

the current year. A shift to longer haul traffic contributed to the decrease 
in revenue per revenue ton mile of 3%. 


Forest products 


Carloads* In thousands 


275 301 322 485 494 


339 336 345 479 481 


95 96 97 98 99 


*Data prior to 1998 excludes IC 


95 96 97 98 99 


11% ‘Panels : 


*Data prior to 1998 excludes IC 


Metals and minerals — Revenues and volumes decreased by 

2% and 7%, respectively 

Revenues for the year ended December 31, 1999 decreased by $10 mil- 
lion when compared to 1998. The decrease was driven by weak steel 
shipments resulting from strong offshore steel imports in the U.S. and 
Canada in the earlier part of the year. This was partially offset by the 
growth in construction materials traffic, in line with stronger construc- 
tion activity, and stronger non-ferrous metals traffic in Canada. An 
increase in revenue per revenue ton mile of 5% is related to a decrease 
in the average length of haul. 


Metals and minerals 


Carloads* In thousands 


Coal — Revenues and volumes decreased by 

15% and 6%, respectively 

Revenues for the year ended December 31, 1999 decreased by $72 mil- 
lion from 1998. The decrease in 1999 was due to weak Canadian coal 
exports as a result of reduced Asian steel production and contract 

coal price reductions. The revenue per revenue ton mile decrease of 9% 
was mainly attributable to reduced freight rates tied to coal prices. 


Carloads* In thousands 


196 193 194 273 266 


284 258 287 534 558 


98 99 


3 =| *Data prior to 1998 excludes IC 
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95 96 97 98 99 


“Data prior to 1998 excludes IC 
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Grain and fertilizers - Revenues were flat and Automotive — Revenues and volumes increased by 
volumes increased by 2% 26% and 23%, respectively 
Revenues remained essentially flat during 1999. The $2 million decrease Revenues for the year ended December 31, 1999 increased $101 million 
reflects the reduction in canola oil and seed shipments consistent with over 1998. The increase is consistent with strong vehicle sales in both 
market conditions and lower Canadian wheat exports in the earlier Canada and the United States and double-digit growth in Canadian 
part of the year, as well as increased short-line payments related to the motor vehicle exports, and reflects the impact of a strike at a major 
Company's network rationalization program. These were offset by the automotive manufacturer in 1998. The revenue per revenue ton mile 

" increase in U.S. exports of corn through the Gulf of Mexico and of potash _ increase of 2% is mainly due to a shift in traffic patterns and to the 
shipments tied to significant Canadian potash export growth in the weakness of the Canadian dollar in the earlier part of 1999. 


fourth quarter of 1999. The decline in revenue per revenue ton mile of 
2% mainly results from the decrease in regulated Canadian grain rates 
of 1.2% in August 1998. 


Grain and fertilizers 


Percentage of revenu | Carloads* In thousands 


Automotive 


Carloads* — In thousands 


Cae al i 


368 349 384 537 542 251 245 279 257 310 


es it 


28% Food grain 15% P 95 6 8 m% 3s 
23% Oilseeds 11% Fert 


23% Feed grain 


95 96 97 


“Data prior to 1998 excludes IC *Data prior to 1998 excludes IC 


Intermodal — Revenues and volumes increased by 

3% and 11%, respectively 

Revenues in 1999 increased by $20 million when compared to the year 
ended December 31, 1998. The increase was mainly due to strength 

in the overseas segment in line with growing container trade and new 
traffic obtained through the Port of Vancouver. The domestic segment 
also contributed to this growth driven by the impact of the strong U.S. 
economy, partially offset by weakness in the Canadian domestic market 
to the west. Strong competition and a shift in traffic patterns for both 
the overseas and domestic segments resulted in a revenue per revenue 
ton mile decrease of 7%. 


Other items — Revenues increased by 10% 

Revenues for the year ended December 31, 1999 increased by $21 mil- 
lion over 1998. The majority of the increase was attributable to the final 
branch line subsidy payment of $21 million related to the 1996 claim 
for unprofitable lines. 


Percentage of revenues Carloads* In thousands 


582 633 736 918 994 


60% Domestic 95 96 97 98 99 
40% Overseas 


“Data prior to 1998 excludes IC 
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Operating expenses 
Total operating expenses amounted to $4,028 million in 1999 compared 
to $3,854 million in 1998. When compared to 1998 operating expenses 
of $3,264 million, excluding the special charge for workforce reductions, 
1999 operating expenses increased by $764 million, or 23%, predomi- 
nantly due to the consolidation of IC’s operating expenses in 1999. 

Pro forma operating expenses for the year ended December 31, 1998 
were $4,680 million. When compared to 1998 pro forma operating 


expenses of $4,090 million, excluding the special charge, 1999 operating 
expenses decreased by $62 million, or 2%. The decrease was mainly due 
to lower expenses in labor and fringe benefits, equipment rents and 
operating taxes, partially offset by increased purchased services costs. 

The 1998 operating expense data presented in the following table 
is on a pro forma basis. For comparative purposes only, variances 
relating to the individual operating expense categories are discussed 
and analyzed solely using the 1998 pro forma figures. 


Dollars in millions Year ended December 31, 1999 1998 

% of % of 
Amount revenue Amount revenue 
Laboriandifringe:Denenitscmneay maeeuee crt wesare cat aae seen mateo ane liersionin cna bar sane ae Matic neG daar ae $1,711 32.5% $1,790 34.7% 
Purchased: Services sorwocninscanm ce cobs then aaetanen seciam secuhat en comartons itektsslsve me uwacen meme reali eaten wove 591 11.2% 531 10.3% 
Depreciation‘and: amortization ccrc<sestcattvacmes aac tance ser tsntinesekninw ay neleelaitnsit orien cledrmicoe meetin rss over 400 7.6% 391 7.6% 
Equipment rents’ tataan svacossmarterae tee nencete taiad wait chem atl at macemaw el mn aws mnictmmuneahlie deuineeaa es tomcat 335 6.4% 363 7.0% 
FUG) 2 caochretictomtawcu a car cea Ah tine renee cine ae BOG ie tinarir a an aba Moa eevee idan ant aaealowndtme a Mae Raenle 309 5.9% 318 6.2% 
Matetiialinesahs.-ti git hnatamemtcatnc inner anaat aectasamtea nen Se wrcta wie inwinjaalsaiste as Hei asec se wduieie wdiaare a Ran ST 260 5.0% 267 5.2% 
Operatingitaxesze .cscaaade neceeont sss uemenenate sale aman Seen iakmanraicshractimatna vei seleujadtcai dns nianevents 173 3.3% 201 3.9% 
Castialty;andothier rie: ace cee usu eas eer mer erate tan ieee ie earn boa grt-aghas ne Bereich clalte war's Bale anh sant 249 4.7% 229 4.4% 
4,028 76.6% 4,090 79.3% 

Special, chatG@rs figs smapmsr ao senncttn ascot certs ane ocrisotsioecies ome aies a pes ele ieeis nits lewis aveishe wvleis wiajslejpigaiersies = 590 

TOtal Operating expenses sn. cietecrttec aavas a leith ieh cant amiga nae aa sche miele alye toma a tepiriauieetsieens $4,028 $4,680 


Labor and fringe benefits: Labor and fringe benefit expenses in 1999 
decreased by $79 million, or 4%, when compared to 1998. The majority 
of the decrease was attributable to the Company's reduced workforce 
and higher workers’ compensation costs in 1998, partially offset by 
increased 1999 salary and benefit costs. 


Purchased services: Costs of purchased services increased by $60 mil- 
lion, or 11%, for 1999 when compared to 1998. The increase was mainly 
due to higher consulting and integration costs, outsourcing fees, as well 
as $20 million incurred in the fourth quarter of 1999 for costs related 

to the proposed combination of CN and Burlington Northern Santa Fe 
Corporation (BNSF). 


Depreciation and amortization: Depreciation and amortization expense 
in 1999 increased by $9 million, or 2%, when compared to 1998, mainly 
due to the impact of capital additions. 


Equipment rents: These expenses decreased by $28 million, or 8%, in 
the current year due to a higher level of car hire income in 1999 versus 
1998 and a lower level of short-term leases, mainly as a result of improved 
asset utilization from the new service plan. 


Fuel: An improvement in fuel efficiency as well as a lower average fuel 
price in 1999 (including the effects of the Company's fuel hedging pro- 
gram) produced a decrease in fuel expense of $9 million, or 3%, in 1999. 


Canadian GAAP 


Material: Material costs decreased by $7 million, or 3%, in 1999 from 
the 1998 level. The decrease in 1999 was mainly as a result of lower 
running repairs due to a fewer number of locomotives and freight cars 
in service. 


Operating taxes: Operating taxes decreased by $28 million, or 14%, in 
1999, mainly as a result of a decrease in the Alberta statutory diesel 
fuel tax rate, a refund of prior years’ taxes and lower municipal property 
tax rates in certain jurisdictions. 


Casualty and other: These expenses increased by $20 million, or 9%, 
during 1999. The increase was largely driven by the increase in the 
provision for environmental costs in 1999 as well as the one-time 
recovery of costs from a third party in 1998. The increase was partially 
offset by lower costs related to legal claims in 1999. 


Other 

Interest expense: Interest expense for the year ended December 31, 
1999 was $308 million compared to $244 million in 1998. The 1999 
increase of $64 million was largely attributable to the consolidation 

of IC in 1999. Compared to 1998 on a pro forma basis, interest expense 
decreased by $25 million, mainly as a result of debt repayments from 
the proceeds of the common shares and convertible preferred securities 
issuances at the end of June 1999. 
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Equity in earnings of Illinois Central Corporation: The Company con- 
solidated the results of IC in 1999. In 1998, the Company applied the 
equity method of accounting for its investment in IC. Equity in the earn- 
ings of IC for the year ended December 31, 1998 was $86 million. Pro 
forma figures have been presented in Note 4 to the 1999 consolidated 
financial statements as if the Company had consolidated the results of 
IC on January 1, 1998. 


Other income: \n 1999, the Company recorded other income of $46 mil- 
lion compared to other income of $26 million ($32 million pro forma) 
in 1998. The increase in 1999 was mainly due to first quarter right-of- 
way revenues of $20 million. 


Income tax expense: The Company recorded income tax expense for 
the current year of $369 million compared to income tax expense of 

$6 million ($47 million pro forma) in 1998. The effective income tax rate 
was 38.0% for the current year and 40.6% (38.0% pro forma) in 1998, 
excluding the equity in earnings of IC as well as the effect of the special 
charge in 1998. 


1998 compared to 1997 

Management's discussion and analysis of the financial results of 
1998 versus 1997 has been provided using 1998 and 1997 actual and 
as-reported figures, and not using pro forma financial information, as 
if the Company had acquired control of IC on January 1, 1997. 


Year ended December 31, 1998 


The Company recorded consolidated net income for the year ended 
December 31, 1998 of $109 million ($0.60 per share) compared to 
$403 million ($2.37 per share) in 1997. 

The years ended December 31, 1998 and 1997 include items impacting 
the comparability of the results of operations. In 1998, the Company recorded 
a special charge of $590 million, $345 million after tax ($1.88 per share) for 
workforce reductions, and in 1997, the Company had a discontinued opera- 
tions loss of $18 million, net of applicable income taxes ($0.11 per share). 

Excluding the effects of items discussed above of $345 million 
($1.88 per share) for 1998 and $18 million ($0.11 per share) for 1997, 
consolidated net income was $454 million ($2.48 per share) for the year 
ended December 31, 1998 compared to $421 million ($2.48 per share) 
for the year ended December 31, 1997. 

Operating income was $247 million for 1998 compared to $807 mil- 
lion in 1997. Excluding the special charge, operating income was $837 mil- 
lion for the year ended December 31, 1998, an increase of $30 million, or 
4%, over 1997. The operating ratio, excluding the special charge, improved 
from 81.3% in 1997 to 79.6% in 1998. 


Revenues 

Revenues for the year ended December 31, 1998 totaled $4,101 million 
as compared to $4,313 million in 1997, a decrease of $212 million, or 
5%. The decline was mainly attributable to lower revenues in grain and 
fertilizers, and coal. Revenue ton miles decreased by 6% while freight 
revenue per revenue ton mile remained relatively flat when comparing 
1998 over 1997. 


1997 1998 1997 1998 1997 
Freight revenue 
Revenues Revenue ton miles per revenue ton mile 
In millions In cents 
Petroleum ariduche@micals.c.e0)s0: wesc eatwecinganerlntlttiae ne are ee ee emenet ra eerie oat $ 578 $ 560 17,814 18,120 3.24 3.09 
Metals:and:minerals:t;.iscatevscacamoisaathkie te gnmacemaete ae auueenitemeamtem 319 310 7,905 7,815 4.04 3.97 
Forest products: 5d/tvic cai f loa cin anteater arth enn Glee anette eae eet 817 809 22,992 22,810 3.55 3.55 
COals .cvnces ce toraumeieta vase yehan SRA Man en stare ne Cen Cm Reet eee 342 401 14,538 14,845 2.35 2.70 
Grain ‘ahd ferthizersiais. ifs cdacemero in onamin Gece eee Mae eae ee eee 798 941 28,426 34,192 2.81 29 
Interimedal)..scscoctineie somtanehi attests cae tye ect Riel eter ee mieten Eatcaeee ane 712 716 19,076 18,657 3.73 3.84 
AUtOMOLIVE:< eanshianwcsmmmaeeteee sc ach tien Meek ontala teats Pao aE Rec eRe 377 423 2,178 3,095 West 13.67 
Other iheris:s.....:acnacashenepteus eee nave See ERC ome ge Nae ees 158 153 - = = = 
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Petroleum and chemicals — Revenues increased by 3% and 
volumes decreased by 2% 

Revenues for the year ended December 31, 1998 increased by $18 mil- 
lion over 1997. The 1998 growth was largely attributable to strength in 
petroleum products traffic, particularly plastics and fuel oils. These gains 
were partially offset by softness in the chemicals markets, continued 
excess supply in the international sulfur market, and the impact of the 
Company's network rationalization program. Revenue per revenue ton 
mile increased by 5% due to a shift in traffic patterns, combined with 

a weaker Canadian dollar as compared to 1997. 


Metals and minerals — Revenues increased by 3% and 

volumes increased by 1% 

Revenues for the year ended December 31, 1998 increased by $9 million 
when compared to 1997. The 1998 growth stemmed from increased 
metals shipments generated by pipeline projects in western Canada, as 
well as an improvement in aluminum traffic as a result of strong market 
conditions in the United States. Revenue per revenue ton mile increased 
2% this year due to a decrease in length of haul. 


Forest products — Revenues increased by 1% and 

volumes increased by 1% 

Revenues for 1998 increased by $8 million over 1997. The 1998 growth 
was driven by increased lumber and panels traffic due to continued 
strength in U.S. housing activity and market share gains. Partially offset- 
ting these increases were a six-month strike at a major North American 
paper producer and the impact of the Company's network rationalization 
program. Revenue per revenue ton mile remained flat over 1997. 


Coal — Revenues decreased by 15% and 

volumes decreased by 2% 

Revenues for the year ended December 31, 1998 decreased by $59 mil- 
lion from 1997. The 1998 decrease was mainly attributable to lower coal 
export traffic as a result of weak international coal markets, particularly 
from reductions in Asian steel production. The revenue per revenue ton 
mile decrease of 13% was mainly attributable to reduced freight rates 
tied to coal prices. 
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Grain and fertilizers - Revenues decreased by 15% and 

volumes decreased by 17% 

Revenues for the year ended December 31, 1998 decreased by $143 mil- 
lion from the 1997 level. The 1998 decline reflected a very strong com- 
parative year in 1997 due to the 1996/1997 bumper crop and softness in 
export markets for wheat and feed grains. Canola oil and seed shipments 
improved throughout the year, consistent with overall market strength. 
The revenue per revenue ton mile improvement of 2% was mainly due to 
the regulated rate increase of 2% on export grain effective August 1997, 
as well as a decline in longer haul export traffic. 


Intermodal — Revenues decreased by 1% and 

volumes increased by 2% 

Revenues in 1998 decreased by $4 million when compared to the year 
ended December 31, 1997. A decline in 1998 in the domestic segment 
was due to weaker shipments to western Canada, as well as the adverse 
effect of customers’ concerns regarding a potential strike at the 
Company during labor negotiations, which were concluded in the latter 
part of the third quarter. Partially offsetting domestic weakness was 
strength in overseas traffic, particularly imports through the west coast. 
The decrease in revenue per revenue ton mile of 3% was largely due 

to a shift to longer haul traffic, particularly in the overseas market. 


Automotive — Revenues decreased by 11% and 

volumes decreased by 30% 

Revenues for the year ended December 31, 1998 decreased by $46 mil- 
lion from 1997. The 1998 decline was due primarily to the impact of 

a June and July strike at a major U.S. automobile manufacturer and 
reduced production at a major Company-served auto plant due to retool- 
ing. The increase in revenue per revenue ton mile of 27% was driven by 
changes in customer distribution patterns, a corporate decision to shed 
unprofitable business, and weakness in the Canadian dollar. 
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Operating expenses 

Total operating expenses amounted to $3,854 million in 1998 compared 
to $3,506 million in 1997. Excluding the special charge for workforce 
reductions, operating expenses were $3,264 million for the year ended 


December 31, 1998, a decrease of $242 million, or 7%, from 1997. 
The decrease was mainly due to lower expenses in equipment rents, 
fuel and material.. 


Dollars in millions Year ended December 31, 1998 1997 

% of % of 
Amount revenue Amount revenue 
Labor’ and fringeibenetits:. ssss-o5sc,. fan aeageatere Maan etn tre Seas ee Sem Cel oae aamanchin ch ch oe cece Mena $1,457 35.5% $1,460 33.9% 
PurChased :SEVVICES ss cru cwdccha cee stein Che eleteiats waqe’g see aera erSieN eteterne ela ctetetsvate eae aT aeiaro et oLehcTs chattels are taieeeee 466 11.4% 471 10.9% 
Depreciationandiarmortizationy sas. cosy se cteretascetaestas sires wer ere riterete sates e ale mata ceases release escae eta acts ta ese eee 210 5.1% 200 4.6% 
Equipinient' rents. oss s2eanuciae dee Sera ee ornstovetentaain are ate atin Ramat rece tat chetairs ettofaunieloettraae eraststet iene la ee eta A 300 7.3% 339 7.9% 
31s Peer nome erie Fear neta rte here Aetna PrcbosmacsUsmuace: ana, cadonad inate aoagen 269 6.6% 358 8.3% 
Material: “issiesec cc o8h Seow dacruteroararecea aR Toa eat rae lata cela e aeicieeeas mela Ut aera eraa centeen Gre mes ten ant Aerie 224 5.5% 308 7.1% 
Operatinightaxes i'd osrycioniens/aiyedualane atoatiparoslonnsttte ote caege tate cis ait ees erage alates exe ete ane aTePane nt ates ot Sees aren TEE 172 4.2% 185 4.3% 
Casualty and Otherssicste.tentanies cayenne eaten atete tees os eeic tein wae testa ate in attecd eons et teae ac erra eee Ae rece 166 4.0% 185 4.3% 
3,264 79.6% 3,506 81.3% 

SY [evel 1 Ae 1¥-1(¢ (OR eer eRO EE recreation tee nor adcse noir meni n snctidn Sonimeanthononn CCaneCLDRCAE emmee ne SUOGKUOOE sock 590 = 

Total operating Expenses: tsi of sae Sores ate cee gatas ae ae he tame aE Scie he eee eee $3,854 $3,506 


Labor and fringe benefits: Labor and fringe benefits expenses in 1998 
decreased by $3 million when compared to 1997. A decrease in expenses 
caused by lower volumes and the impact of the Company’s downsizing 
efforts were offset by wage increases and higher pension expense, 
mainly attributable to benefits related to the new collective agreements, 
as well as an adjustment to workers’ compensation expense. 


Purchased services: Costs of purchased services decreased by $5 million, 
or 1%, for 1998 when compared to 1997. The decrease was mainly due 
to lower professional fees, cost reductions on a locomotive maintenance 
contract, and lower vehicle leasing costs and deadheading costs. This 
was partially offset by decreased cost recoveries related to joint facility 
projects and increased costs related to detouring traffic as a result of 
the 1998 ice storm in eastern Canada. 


Depreciation and amortization: Depreciation and amortization expense 
in 1998 increased by $10 million, or 5%, in comparison to 1997 due 

to increased depreciation expense related to the 1998 capital additions, 
as well as the acquisition of new locomotives in the latter part of 1997. 


Equipment rents: These expenses decreased by $39 million, or 12%, 

in 1998, largely as a result of an increase in locomotive short-term lease 
income and decreased car hire expenses on covered hopper grain cars, 
decreased volumes and improved asset utilization. 


Fuel: The decline in the average price of fuel of 12% (including the effects 
of the Company's fuel hedging program), as well as reduced volume 
levels and a 10% improvement in fuel efficiency, largely produced a 
decrease in fuel expense for 1998 of $89 million, or 25%, from 1997. 
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Material: Material costs decreased by $84 million, or 27%, in 1998 from 
the 1997 level. The decrease in 1998 was mainly as a result of the 
Company's network rationalization initiatives and the temporary closure 
of certain repair facilities. 


Operating taxes: Operating taxes decreased by $13 million, or 7%, in 
1998, mainly as a result of a decrease in diesel fuel taxes and municipal 
property taxes. 


Casualty and other: These expenses decreased by $19 million, or 10%, 
during 1998. The decrease was mainly as a result of an improved safety 
record, lower costs of train accidents and legal claims related to injuries 
to persons, the capitalization of certain costs related to information 
technology system development projects, decreased utility costs, higher 
recoveries from third parties, and the write-off of certain accounts 
receivable in 1997. 


Special charge: The Company recorded a $590 million pre-tax charge 
($345 million after tax) to operations in the third quarter of 1998 for 
workforce reduction plans aimed at reducing future operating costs and 
increasing productivity. The charge includes severance and other pay- 
ments to be made for approximately 3,000 reductions, 1,400 of which 
occurred in 1998, 1,300 in 1999, with the remainder to be completed in 
2000. Labor productivity and operating efficiency initiatives span the 
entire organization, with reductions in the administration, transportation, 
engineering and equipment functions. 
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Other 

Interest expense: \nterest expense for the year ended December 31, 
1998 was $244 million compared to $118 million in 1997, an increase of 
$126 million. The increase reflects the impact of the financing related to 
the acquisition of IC, as well as the financing related to the locomotive 
upgrade program and other capital leases, which was partially offset by 
repurchases of some of the Company's outstanding long-term debt in 
the latter part of 1997. 


Equity in earnings of Illinois Central Corporation: The Company applied 
the equity method of accounting for its investment in IC. Accordingly, 
equity in the earnings of IC of $86 million was recorded in 1998. 


Other income: Other income for the year ended December 31, 1998 was 
$26 million compared to $57 million in 1997, a decrease of $31 million. 
The decrease was mainly due to the second-quarter 1997 gain on sale 
of the Company's interest in a joint venture of $21 million and the 
impact of foreign exchange in 1998 versus 1997. The Company recorded 
a foreign exchange loss of $9 million for 1998 compared to a gain of 
$4 million in 1997. 

Effective April 1, 1998, the Company designated U.S.$1.8 billion of 
its U.S. dollar denominated long-term debt as a foreign exchange hedge 
of its net investment in IC. Effective June 4, 1998, and corresponding 
with the completion of the second step of the IC acquisition, the 
Company increased that designated amount to include all of its U.S. 
dollar denominated debt. The result is that unrealized foreign exchange 
gains and losses, from the date of designation, on the translation of 
the Company's U.S. dollar denominated debt are included in Currency 
translation, along with the unrealized foreign gains and losses on the 
translation of the Company's net investment in IC, which forms part of 
Shareholders’ equity. 

Prior to April 1, 1998, and in comparative periods, the Company had 
designated certain future U.S. dollar revenue streams as a hedge against 
the repayment of most of its long-term debt denominated in U.S. dollars 
and thus deferred reflecting the related unrealized foreign currency 
translation gains and losses in net income until the earlier of the debt 
repayment or such time as the hedge ceased to be effective. 


Income tax expense from continuing operations: Income tax expense 
for the year ended December 31, 1998 was $6 million compared to 

$325 million for the year ended December 31, 1997. The effective income 
tax rate for 1998 was affected by the Company's equity in earnings of 
IC. Excluding the equity in earnings of IC and the special charge, the 
effective income tax rate was 40.6% in 1998. The effective income tax 
rate in 1997 was 43.6%. 
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Liquidity and capital resources 


Operating activities: Cash provided from operations was $961 million for 
the year ended December 31, 1999 compared to $953 million for 1998. 
Cash from operations includes the effect of the reduction of the sale of 
accounts receivable of $14 million in 1999 and includes the proceeds 
from the sale of accounts receivable of $219 million in 1998. Net income, 
excluding non-cash items, generated cash of $1,331 million in 1999, up 
from $813 million in 1998. A significant portion of the cash generated in 
1999 and 1998 was consumed by payments with respect to workforce 
reductions of $219 million in 1999 and $187 million in 1998. As a result 
of the 1999 payments, the workforce reduction accruals have been 
reduced to $699 million as at December 31, 1999. Cash payments with 
respect to workforce reductions are expected to be approximately 

$182 million in 2000. 


Investing activities: Cash used in investing activities in 1999 amounted 
to $557 million compared to $404 million in 1998, excluding the invest- 
ment in IC. Capital expenditures amounted to $629 million for the 
year ended December 31, 1999, an increase of $135 million over 1998. 
Capital expenditures included roadway renewal, rolling stock, and other 
capacity and productivity improvements. 

The Company anticipates that capital expenditures for 2000 will 
be approximately $570 million. This will include funds required for 
ongoing renewal of the basic plant and other acquisitions and invest- 
ments required to improve the Company's operating efficiency and 
customer service. 

As at December 31, 1999, the Company had commitments to acquire 
locomotives and freight cars at an aggregate cost of $111 million, rail 
at a cost of $38 million, railroad ties at a cost of $39 million, automotive 
equipment at a cost of $18 million, and intermodal equipment at a cost 
of $1 million. 


Dividends: During 1999, the Company paid dividends totaling 

$127 million. $118 million was paid to its common shareholders at 
the rate of $0.30 per share per quarter for the first three quarters and 
$0.15 per share in the fourth quarter, following the two-for-one stock 
split. Also, $9 million was paid to holders of the Company's convertible 
preferred securities. 


Financing activities: On June 23, 1999, the Company issued 4.6 million 
common shares (9.2 million common shares after giving effect to 

the two-for-one stock split) and 4.6 million convertible preferred securi- 
ties. The common shares were issued at a pre-split $91.45 per share 
(U.S.$62.56 per share), or $45.73 per share (U.S.$31.28 per share) after 
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giving effect to the two-for-one stock split, and the convertible preferred 
securities were issued at U.S.$50 per security. Net of underwriting fees 
and other issue costs, the Company received $726 million (U.S.$497 mil- 
lion). During 1999, the Company recorded $235 million in capital lease 
obligations ($156 million in 1998) for capital leases for new equipment 
and the exercise of purchase options on existing equipment. 

The proceeds from the sale of common shares and convertible pre- 
ferred securities were used to repay $185 million (U.S.$125 million) of 
commercial paper on June 23, 1999 and $456 million (U.S.$310 million) 
of the Company’s revolving credit facility on June 25, 1999. During 1999, 
the Company repaid $497 million (U.S.$341 million) of commercial paper 
and $321 million (U.S.$220 million) of the revolving credit facility. 


Subsequent event — Share repurchase program 


On January 25, 2000, the Board of Directors of the Company approved 

a share repurchase program which allows for the repurchase of up to 

13 million common shares of the Company's common stock pursuant 

to a normal course issuer bid, at prevailing market prices. Total shares 
repurchased through March 1, 2000 were 2.8 million shares at an average 
cost of $35.56 per share. 


Proposed combination of Canadian National and 
Burlington Northern Santa Fe 


On December 18, 1999, CN and BNSF entered into a Combination 
Agreement (the Combination) providing for the combination of the two 
companies. To comply with Canadian legal requirements that, among 
other things, prohibit any person and that person’s associates from 
holding more than 15% of the voting rights in CN, while ensuring that 
the Combination will be tax efficient for each company’s shareholders, 
the combined enterprise will consist of two public companies: North 
American Railways, Inc. (NAR), a newly incorporated company, and CN. 
Upon completion of the Combination, NAR will be the parent company 
of BNSF and will own all of the limited voting equity shares of CN. 
Under the Combination, BNSF shareholders will receive one share 
of NAR common stock and one CN voting share for each BNSF share, 
and CN shareholders will receive, for each CN common share, 1.05 CN 
voting shares and either 1.05 shares of NAR common stock or 1.05 CN 
exchangeable shares. The CN exchangeable shares will be exchangeable 
at any time on a one-for-one basis for shares of NAR common stock. CN 
shareholders who elect to receive the CN exchangeable shares will also 
receive the right to vote on matters submitted to NAR shareholders in 
proportion to their economic interest in the combined companies. All 
shareholders will have voting interests in both NAR and CN, and eco- 
nomic interests in the combined companies. Dividends paid on the NAR 
common stock and the CN exchangeable shares will be equivalent. 
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Each share of NAR common stock will be “stapled” to a CN voting 
share and will trade as a single security. Similarly, each CN exchangeable 
share will be “stapled” to a CN voting share and will trade as a single 
security. In addition, CN will issue to NAR limited voting equity shares 
carrying 10.1% of the voting rights in CN and 100% of CN’s equity. The 
result of these arrangements will be that, at all times, each company 
will have the same public shareholder base, with each public shareholder 
effectively having the same economic benefits and voting rights on a 
per security basis. 

The Combination is subject to, among other things, approval by the 
shareholders of CN and BNSF, as well as approvals by Quebec Superior 
Court and the U.S. Surface Transportation Board (STB). CN and BNSF 
currently expect that all regulatory approvals can be obtained and the 
transaction completed by mid-2001. Shareholders are expected to vote 
on the proposed Combination during the second quarter of 2000. 

In accordance with the terms of the Combination, BNSF has agreed 
to pay CN a cash termination fee equal to U.S.$450 million and CN 
has agreed to pay BNSF a cash termination fee equal to U.S.$200 million 
in the event that the Combination is terminated under the following 
circumstances: i) an alternative proposal is made by a third party with 
respect to either BNSF or CN and thereafter the BNSF or CN shareholders 
vote not to adopt the Combination; or ii) where either of the BNSF or 
CN board of directors withdraws, adversely modifies or changes its 
approval or recommendation of the Combination, the transactions that 
it contemplates or the arrangement resolution; or iii) where BNSF or 
CN breach certain of their obligations with respect to soliciting and 
responding to proposals for alternative transactions related to the other 
party. In addition, if conditions are imposed by the STB that would sig- 
nificantly and adversely affect the economic benefits of the Combination 
to BNSF, CN and their shareholders, taken as a whole, BNSF or CN may 
elect not to consummate the transaction and pay termination fees of 
U.S.$300 million and U.S.$150 million, respectively. 

In connection with the Combination, BNSF and CN have granted 
reciprocal stock options to each other with respect to, in the case of CN, 
approximately 29 million CN common shares and, in the case of BNSF, 
approximately 65 million shares of BNSF common stock. The number of 
shares subject to the stock options is subject to adjustment in each case 
so that the number of shares subject to the option will always be equal 
to but not exceed 12.5% of the outstanding common shares of the 
option issuer after giving effect to the issuance of shares of common 
stock under the option. The exercise price of an option is, in each case, 
the average of the closing price of the option issuer's common stock on 
the New York Stock Exchange on the five trading days preceding the 
date of notice of exercise. CN's grant of a stock option to BNSF is subject 
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to the approval of The Toronto Stock Exchange, and BNSF’s grant of a 
stock option to CN is not effective until The Toronto Stock Exchange 
gives its approval to CN. Each party's option is exercisable under the 
same circumstances in which that party is entitled to receive a termina- 
tion fee of U.S.$450 million or U.S.$200 million as discussed above. 

Upon consummation, the Combination will be accounted for by 
NAR using the purchase method of accounting in accordance with 
Opinion No. 16, “Business Combinations,” of the Accounting Principles 
Board of the American Institute of Certified Public Accountants. Under 
this method, NAR will prepare its financial statements reflecting the 
assets and liabilities of BNSF at their historical cost basis, and the fair 
value of the NAR common stock issued or issuable to CN shareholders 
will be allocated to the assets and liabilities of CN based on their 
relative fair value. 

Following consummation of the Combination, the financial state- 
ments of CN will continue to be prepared on CN’s historical cost basis. 


Acquisition of Illinois Central Corporation 


STB approval 

On July 15, 1998, CN and IC filed a formal application with the STB seek- 
ing regulatory approval of CN’s acquisition of control of IC and the inte- 
gration of the companies’ rail operations. On March 25, 1999, the STB 
gave verbal approval to the application of control. On May 25, 1999, the 
CN/IC merger received final, written approval of the STB. That decision 
was consistent with the March 25, 1999 voting conference. On July 1, 
1999, the IC shares acquired by CN pursuant to the cash tender offer 
and second-step merger previously held in a voting trust pending final 
approval of the transaction by the STB were released and the Company 
began to exercise control over IC operations and assets. 


Accounting treatment 

The acquisition of IC was accounted for as a purchase. Prior to gaining 
control of IC, the Company accounted for:its investment in IC using 

the equity method. Effective July 1, 1999, the Company assumed control 
of IC and, retroactive to January 1, 1999, the financial statements of IC 
are consolidated with those of the Company. For comparative purposes 
only, pro forma figures have been presented in Note 4 to the 1999 
consolidated financial statements as if the Company had consolidated 
the results of IC on January 1, 1998. 
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Business risks 


Certain information included in this report may be “forward-looking 
statements” within the meaning of the United States Private Securities 
Litigation Reform Act of 1995. Such forward-looking statements are not 
guarantees of future performance and involve known and unknown risks, 
uncertainties and other factors which may cause the outlook, the actual 
results or performance of the Company or the rail industry to be materi- 
ally different from any future results or performance implied by such 
statements. Such factors include the factors set forth below as well as 
other risks detailed from time to time in reports filed by the Company 
with securities regulators in Canada and the United States. 


Competition 


The Company faces competition from a variety of carriers, including 
Canadian Pacific Limited, which operates the other major rail system in 
Canada serving most of the same industrial and population centers 

as CN, long distance trucking companies, river barges, pipeline carriers 
and, in certain markets, major U.S. railroads and other Canadian and U.S. 
railroads. Competition is generally based on the quality and reliability 

of service provided, price and the condition and suitability of carriers’ 
equipment. Competition is particularly intense in eastern Canada, where 
an extensive highway network and population centers located relatively 
close to one another have encouraged significant competition from 
trucking companies and rail network over-capacity. In addition, much of 
the freight carried by the Company consists of commodity goods that 
are available from other sources in competitive markets. Factors affecting 
the competitive position of suppliers of these commodities, including 
exchange rates, could materially affect the demand for goods supplied 
by the sources served by the Company and, therefore, the Company's 
volumes, revenues and profit margins. 

To a greater degree than other rail carriers, the Company’s principal 
railroad subsidiary in the United States is vulnerable to barge competi- 
tion because its main routes are parallel to the Mississippi River system. 
The use of barges for some commodities, particularly coal and grain, 
often represents a lower cost mode of transportation. Barge competition 
and barge rates are affected by navigational interruptions from ice, 
floods and droughts, which can cause widely fluctuating barge rates. The 
ability of the Company’s principal railroad subsidiary in the United States 
to maintain its market share of the available freight has traditionally 
been affected by the navigational conditions on the river. As a result of 
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barge competition, the revenue per ton mile of the Company's principal 
railroad subsidiary in the United States has generally been lower than 
industry averages for these commodities. 

In recent years, there has been significant consolidation of rail 
systems in the United States. The resulting larger rail systems are able to 
offer seamless services in larger market areas and effectively compete 
with the Company in certain markets. There can be no assurance that the 
Company will be able to compete effectively against current and future 
competitors in the railroad industry and that further consolidation 
within the railroad industry would not adversely affect the Company's 
competitive position. No assurance can be given that competitive 
pressures will not lead to reduced revenues, profit margins or both. 


The CN-BNSF combination requires STB approval. That. approval 
may not be obtained and, if obtained, may impose conditions 
adversely affecting the expected benefits of the combination. 
CN and BNSF are required to obtain STB approval before the combination 
may be completed. In addition to its customary considerations, and ina 
departure from its handling of prior railroad consolidation proceedings, 
the STB has decided that, in reviewing the transaction, it will consider 
evidence to be submitted by CN and BNSF, and other interested parties 
concerning the potential effects of future merger transactions that are 
likely to occur as a competitive response to the combination. There can 
be no assurance that the STB will approve the combination or that such 
approval, if obtained, will not be subject to burdensome requirements 
and other conditions that will diminish the expected benefits of the 
combination. Pending STB approval, CN and BNSF will operate as inde- 
pendent companies. Any delay in obtaining STB approval would delay 
receipt of the benefits of the combination. 


Difficulties in effectively coordinating the businesses or other 
factors could also adversely affect the expected benefits 

of the CN-BNSF combination. 

The combination involves the coordination of two previously independent 
businesses to provide shippers enhanced rail services over a coordinated 
network. There can be no assurance that CN and BNSF will be able to 
coordinate their businesses without encountering operational difficulties 
or experiencing the loss of key CN or BNSF employees or customers, or 
that there will be realization of rail service and other efficiencies that 

are expected to be derived from this coordination. For these and other 
reasons, there can be no assurance that the estimated annual synergies 
expected to result from the combination will be realized. 
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Environment 

The Company's operations are subject to federal, provincial, state, 
municipal and local regulations under environmental laws and regula- 
tions concerning, among other things, emissions into the air; discharges 
into waters; the generation, handling, storage, transportation, treatment 
and disposal of waste, hazardous substances and other materials; 
decommissioning of underground and aboveground storage tanks; and 
soil and groundwater contamination. A risk of environmental liability is 
inherent in the railroad and related transportation operations; real estate 
ownership, operation or control; and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance and 
clean-up requirements in its railroad operations and relating to its past 
and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely to 
be incurred over the next several years for environmental matters, the 
Company's ongoing efforts to identify potential environmental concerns 
that may be associated with its properties may lead to future environ- 
mental investigations, which may result in the identification of additional 
environmental costs and liabilities. 

The Company's subsidiary, Illinois Central Railroad (ICRR), is one 
of nine defendants in a class action arising from a tank car fire in New 
Orleans in 1987. A group of five of the defendants, including the ICRR, 
have reached an agreement to settle their potential liability for a total 
of U.S.$152.5 million. The settlement is subject to approval by the Civil 
District Court for the Parish of Orleans, which has set it for hearing on 
March 22, 2000. In ICRR’s judgment, it has made adequate provision 
for disposition of the matter. 

In the operation of a railroad it is possible that derailments, explo- 
sions or other accidents may occur that could cause harm to human 
health or to the environment. As a result, the Company may incur costs 
in the future which may be material to address any such harm, including 
costs relating to the performance of clean-ups, natural resource damage 
and compensatory or punitive damages relating to harm to individuals 


or property. 
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Because the ultimate cost of known contaminated sites cannot be 
definitely established, and because additional contaminated sites yet 
unknown may be discovered or future operations may result in acciden- 
tal releases, no assurance can be given that the Company will not incur 
material environmental liabilities in the future. 

As at December 31, 1999, the Company had aggregate accruals for 
environmental costs of $96 million ($65 million at December 31, 1998, 
excluding IC). The Company has not included any reduction in costs for 
anticipated recovery from insurance. 


Legal actions 

In the normal course of its operations, the Company becomes involved 
in various legal actions, including claims relating to injuries and damage 
to property. The Company maintains provisions for such items which it 


considers to be adequate. While the final outcome with respect to actions 


outstanding or pending as at December 31, 1999 cannot be predicted 
with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company’s financial position 
or results of operations. 


Labor negotiations 

The Company's collective agreements with all Canadian unions expired 
on December 31, 1997. Following bargaining from late 1997 to mid- 
1998, all of the unionized workforce in Canada had concluded and 
ratified three-year collective agreements as of the end of 1998. 

The Company is also in negotiation or has concluded agreements 
with bargaining units in the United States representing employees at: 
Grand Trunk Western (GTW), Duluth Winnipeg and Pacific (DWP), Illinois 
Central (IC) and CCP Holdings, Inc. (CCP). 


The Company has in place ratified agreements with bargaining units 
representing 56% of the unionized workforce at GTW and DWP. Meetings 


are ongoing with the balance of the bargaining units with which the 
Company has not yet achieved final settlements. Under the Rail Labor 
Act, there are no time limits to free collective bargaining. Furthermore, 
there are no statutory limits governing the mediation process. If, after 
its mediatory efforts, the National Mediation Board concludes that the 
parties have reached an impasse, it then proffers binding arbitration to 
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resolve the dispute. If either party rejects that proffer, the parties may 
then, after a period of time, exercise self help. 
The Company is in mediation with the Allied Services Division of 


the Transportation Communications Union at GTW (about 30 employees) 


and the Transportation Communications Union — Carman Division at 
DWP (about nine employees). 
Approximately 90% of IC employees are unionized, represented by 


11 unions. To date, all of IC's principal railroad subsidiary's 11 bargaining 


units have ratified local agreements that resolve wage and work-rule 
issues through 1999 for all non-operating crafts, except the BMWE, 
for which the agreement is valid through 2002, and through 2000 for 
engineers and trainmen. 

At CCP, negotiations are ongoing with the United Transportation 
Union, Brotherhood of Locomotive Engineers, Brotherhood of Railway 
Signalmen and Transportation Communications Union (clerical and 
carmen). The balance of bargaining units have ratified agreements in 
place through to the end of 2002. Until new agreements are reached, 
cost-of-living allowance provisions and other terms in previous agree- 
ments will continue. 


Regulation 

The Company's Canadian rail operations are subject to regulation by 
the Canadian Transportation Agency (CTA) and the federal Minister of 
Transport under the CTA, the Railway Safety Act (Canada) and certain 
other statutes. The Company's U.S. rail operations are subject to regula- 
tion by the STB. In addition, the Company is subject to a variety of 
health, safety, labor, environmental and other regulations, all of which 
can affect its competitive position and profitability. 
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Financial instruments 

Although the Company conducts its business and receives revenues pri- 
marily in Canadian dollars, a portion of its revenues, expenses, assets 
and debt are denominated in U.S. dollars. Thus, the Company's results are 
affected by fluctuations in the exchange rate between these currencies. 
Changes in the exchange rate between the Canadian dollar and other 
currencies (including the U.S. dollar) make the goods transported by the 
Company more or less competitive in the world marketplace and thereby 
affect the Company's revenues. 

The Company has limited involvement with derivative financial instru- 
ments and does not use them for trading purposes. The Company has 
entered into a forward exchange contract (currency swap) with respect to 
its 15-year Swiss franc bonds. This forward exchange contract acts as a 
hedge to effectively fix the amount of Canadian dollars required over the 
term of the debt to make all necessary payments in the foreign currency 
of issue. The Company has not incurred any significant net gains or losses 
in respect of this transaction. Losses due to non-performance by the 
counterparty to its foreign currency swap are not anticipated. Collateral 
or other security to support financial instruments subject to credit risk is 
usually not obtained; however, the credit standing of counterparties is 
regularly monitored. 

The Company uses derivative financial instruments from time to 
time to hedge the exposure to interest rate fluctuations on anticipated 
transactions. 

The Company has a hedging program in place to mitigate the effects 
of fuel price changes on its operating margins and overall profitability. 
Various swaps and collar agreements are in place to mitigate the risk of 
fuel price volatility. The realized gains in 1999 were $5 million. Hedging 
positions and credit ratings of counterparties are monitored and losses 
due to counterparty non-performance are not anticipated. During 1999, 
the Company hedged approximately 38% of the estimated 1999 fuel 
consumption, and at December 31, 1999, 27% of the estimated 2000 
fuel consumption was hedged. Unrecognized gains from the Company's 
fuel hedging activities were $9 million as at December 31, 1999. 
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Other risks 
In any given year, the Company, like other railroads, is susceptible to 
changes in the economic conditions of the industries and geographic 
areas that produce and consume the freight it transports. Many of the 
goods and commodities carried by the Company experience cyclicality in 
demand. However, many of the bulk commodities the Company trans- 
ports move offshore and are impacted more by global economic condi- 
tions than North American economic cycles. The Company's results 
of operations can be expected to reflect this cyclicality because of the 
significant fixed costs inherent in railroad operations. The Company's 
revenues are affected by prevailing economic conditions, and should an 
economic slowdown or recession occur in North America or other key 
markets, the volume of rail shipments carried by the Company is likely 
to be reduced. 

In addition to the inherent risks of the business cycle, the Company 
is occasionally susceptible to severe weather conditions. For example, 
in late 1996 and the first quarter of 1997, CN’s operations in western 
Canada were impacted by heavy snowfalls and severe cold weather 
which caused blockages on the main line serving Vancouver and led 
to equipment failures, temporarily halting train operations. In the first 
quarter of 1998, a severe ice storm hit eastern Canada which disrupted 
operations and service for the railroad as well as CN customers. 

Generally accepted accounting principles require the use of historical 
cost as the basis of reporting in financial statements. As a result, the 
cumulative effect of inflation, which has significantly increased asset 
replacement costs for capital-intensive companies such as the Company, 
is not reflected in operating expenses. Depreciation charges on an 
inflation-adjusted basis, assuming that all operating assets are replaced 
at current price levels, would be substantially greater than historically 
reported amounts. 
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Management Report 


The accompanying consolidated financial statements of Canadian 
National Railway Company and all information in this annual report 
are the responsibility of management and have been approved by 
the Board of Directors. 

The financial statements have been prepared by management in con- 
formity with generally accepted accounting principles in Canada. These 
statements include some amounts that are based on best estimates and 
judgments. Financial information used elsewhere in the annual report 
is consistent with that in the financial statements. 

Management of the Company, in furtherance of the integrity and 
objectivity of data in the financial statements, has developed and main- 
tains a system of internal accounting controls and supports an extensive 
program of internal audits. Management believes that this system of 
internal accounting controls provides reasonable assurance that financial 
records are reliable and form a proper basis for preparation of financial 
statements, and that assets are properly accounted for and safeguarded. 

The Board of Directors carries out its responsibility for the financial 
statements in this report principally through its Audit and Finance 
Committee, consisting solely of outside directors. The Audit and Finance 
Committee reviews the Company's annual consolidated financial state- 
ments and recommends their approval by the Board of Directors. Also, 
the Audit and Finance Committee meets regularly with the Chief, Internal 
Audit, and with the shareholders’ auditors. 

These consolidated financial statements have been audited by the 
shareholders’ auditors, KPMG Lp, whose report is presented below. 


Soca 
Claude Mongeau 
Senior Vice-President and Chief Financial Officer 


January 25, 2000 
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Auditors’ Report 


To the shareholders of Canadian National Railway Company 


We have audited the consolidated balance sheets of Canadian National 
Railway Company as at December 31, 1999 and 1998 and the consoli- 
dated statements of income, changes in shareholders’ equity and cash 
flows for each of the years in the three-year period ended December 31, 
1999. These financial statements are the responsibility of the Company's 
management. Our responsibility is to express an opinion on these finan- 
cial statements based on our audits. 

We conducted our audits in accordance with Canadian generally 
accepted auditing standards. Those standards require that we plan 
and perform an audit to obtain reasonable assurance whether the finan- 
cial statements are free of material misstatement. An audit includes 
examining, on a test basis, evidence supporting the amounts and disclo- 
sures in the financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by manage- 
ment, as well as evaluating the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, 
in all material respects, the financial position of the Company as at 
December 31, 1999 and 1998, and the results of its operations and the 
changes in its financial position for each of the years in the three-year 
period ended December 31, 1999, in accordance with Canadian generally 
accepted accounting principles. 


KPME uP 


KPMG LLP 
Chartered Accountants 


Montreal, Canada 
January 25, 2000 
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Consolidated Statement of Income 


In millions, except per share data 


Year ended December 31, 


Revenues 


Petroleumiand: chemicals. -scesccs ac ancestors clerccmicee cts use nueterat rete SoMa re ecto ere craterct: ee nt a eects 


PUT col p po), = ea nenenneNN ep tn ee ny Maree cree Wie eeeete tone eM cnn eee ah AG Meena te ONS iiko AMMSCNCE Lit 
Other LOS ss chee ee ee TE oe eon er re 


Total revera yess sxe seers a es ace a eee ce cer Gerad oh tae PE Oe 


Operating expenses 
Labor ‘and iringe benetits’.. cers sca cnn eecaeem ace soe 


PUirchiaS@d: SORVICOS asker «roe ccicrce occa ies oc Late ree Te oe se eI ao ER 


OQperatiNgutaXxes?s ct loan nists deoeeccar iit aac cet aeh rene atin 
Castlattysand Other; cacuch cnn mahevtamnentigmect cn sib: catye tae 
Special charge (Note=14 he sits. cv sacreeeeenne shore ata 


Total GberatIG EXPENSES. cavntee,.cocsiecce note set auata cece ene ren sa bikie eer ate aire 


Operating NCOMes cists sai Fok. Deas eo rem Ae eR nates Ree eae ent ene aos iene eee 


interestiaxpense (Note 1S) 0 si eekach oc, asco sass ven cee 
Equity in earnings of Illinois Central Corporation (Note 4).......... 
Othemincomes (NOLES Oe yaaa ack ee ac ee een 


Income from continuing operations before income taxes .......... 
Income tax expense from continuing operations (Note 17).......... 


Income from continuing Operations ...........0ccceee eee e nee ene ees 
Discontinued operations (net of applicable income taxes) (Note 18) 


NOE CONIG Si iscccoe ers ea oe ee TRE OR ek 


Basic earnings per share (Note 20) 
Income from continuing Operations .........:ceeeeeeseeee eee eeeeeees 
Neb INCOMO@: 5.28 nace ant Santee eee oie oak Melsae bn ere aoe tees 


See accompanying notes to consolidated financial statements. 
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1999 1998 1997 
$ 878 $ 578 $ 560 
398 319 310 
995 - 817 809 
402 342 401 
1,066 798 941 
810 712 716 
483 377 423 
229 158 153 
5,261 4,101 4,313 
1,711 1,457 1,460 
591 466 471 
400 210 200 
335 300 339 
309 269 358 
260 224 308 
173 172 185 
249 166 185 
~ 590 2 
4,028 3,854 3,506 
1,233 247 807 
(308) (244) (118) 
c=: 86 Es 

46 26 57 
971 115 746 
(369) (6) (325) 
602 109 421 
= = (18) 

$ 602 $ 109 $ 403 


$ 3.02 $ 0.60 $ 2.48 
$ 3.02 $ 0.60 $ 2.37 


Consolidated Balance Sheet 


In millions December 31, 1999 1998 
Assets 
Current assets: 
CASH sat ih teshh, CHUN AANN IES aces cient omer Nr acerca nye en apart wterne cheba eect w nie ecte VRAIN eR dove Roe $ 307 $ 263 
Accounts: receiVable:(Notes5) sao aan te eae toate i cama Bes eka pent ery Oe OR CAN Dear ean Re ghee 803 404 
Material and Suppiies crc ae mace reser cheats «cei ia he gatierek mab Seo ois wa BAW Rahs aoke Mean De astan Tes 116 132 
Detenrediincomentaxes: (NOtei1:7) srr ar seer ean Py tao ay epee acite esata ere Ti pct e Tee eS Oe e e 148 133 
CO thence ee er ect ee er na sere Renan Lecie ty Ieee mE ELAL ARM etl nee ANGE omen irs Meae Ta ene 153 118 
1,527 1,050 
Propertios;(NOLE:6), aarp anteater rne Net NU RRs mets Eel ah ede SH aati 1G cum ei eau uictindem earner ORNLe 12,863 5,442 
Deferred incomeitaxesu(NOte ues) Gea ere ene eon Saas Wa kin ed Oh neh Realm eA RN Sie a oe No ie gra eae Ie _ 280 
investmentin,ihinois Central Corporation (Wote.4) 0 otis. seas sy bane cow tiinreine Samy na vee cecamatie'e bedeaiiobabwrs ka veebauwees - 3,802 
Other-assetscand delemen enarges.2 wast acue ty etn wate Sea 5 fies wT OEE hae Soh tang Wenale Raw Sopp ay om DOP aawue sfx 367 290 
TOTAL ASSeIS are sore een met nces alate hae ca aiip or hae Mme eA aii Sik DA ee haa ia Teo ec Rea iy $14,757 $10,864 


Liabilities and shareholders’ equity 


Current liabilities: 


Accounts payable and accrued charges (Note 8).............ccceseeeees 
Current portion of long-term debt (Note 10)............cccceeeeeeeeeees 


Deferredncome taxes: (NOtEI1:7) ae iso suc staecnen os laste (noel wane 
Other liabilities and deferred credits (Note 9) ...........ccc cscs eee e eens Geen 
Lond-term:-debt (NOIE: 10) ain. pea cx ence ty sto ubal mecca oncekG dant ca hes 


Shareholders’ equity: 


Commontsharesi(NOte si) hacs o ee g gates ae racet Gs 
Convertible preferred securities (Note 11) .........0cccccccceueeeeeeenes 
Contributed suinpllisesaecsssis co chee ncice lanes ace anit cena: chicel etwas 
Cirrency Wanslavoneseenag cite eas ae wank csemed covet or year raat es 
RETAINECLEAIINNGS cc inas ciety she eae ad itnee av eae cnagaomee hanes seeing aan 


Total liabilities and shareholders’ equity .........60cccceeeeeeeeeeneeennees 


On behalf of the Board: 


David G.A. McLean 
Director 


See accompanying notes to consolidated financial statements. 
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Shprirdansnites false pas aa ble sealer he mete a eeaas $ 1,390 $ 1,174 
So OCR ERE BAIS Ra mote dee 272 134 
Raia eis ceca tesise dick silanars sntins Sete nates 115 84 

1,777 1,392 
Buches clara hacen maemo rtne Lawes ee Aen 2,253 = 
Saas saphena ciasimento cies abn Red almuclonag ead ne ns 1,260 1,172 
ERS He emane pes em ant Leones memes 3,961 4,009 
RP HIS ee asta ciate aia aetertee ea aetind eis orn Pana 3,311 2,873 
Bo JE RUPE Ae Ae Crane ocmteatich cont tae ea 327 = 
sahara iceecae A paTbe cian an slaw eine Pees 0 190 190 
OT OALN eek Minden eaaih Pine temleaadg meager (9) 7 
Bets atin ra ttertae me enone nras ie Bee ete 1,687 1,221 

5,506 4,291 
Poa atrak eeuterats eieccinateie cys EM cts cn ate ies slo $14,757 $10,864 


Paul M. Tellier 
Director 


Canadian National Railway Company 77 


Consolidated Statement of Changes in Shareholders’ Equity 


Issued and 
Issued and outstanding 
outstanding convertible Convertible Total 
common preferred Common preferred Contributed Currency Retained shareholders’ 
In millions shares securities shares securities surplus translation earnings equity 
Balances December 31, 1996 ......... 169.8 - $ 2,012 $ - $ 190 $ —- $ 886 $ 3,088 
Netincome@acctha.ac nero matea = = = = = = 403 403 
Stock options exercised and 
employee share plans (Note 12)... 1.4 - 4 - - - - 4 
Dividends ($0.46 per share) ........... - — - - - - (78) (78) 
Balances December 31, 1997......... Whe? - 2,016 - 190 - 1,211 3,417 
Net income@ssai. cate won hnaermanaee - = = = = = 109 109 
Shares issued in second-step 
acquisition of Illinois 
Central Corporation...............+ 20.2 = 824 = - = - 824 
Stock options issued in 
second-step acquisition of 
Illinois Central Corporation......... - = 25 - - - — 25 
Stock options exercised and 
employee share plans (Note 72)... 0.4 - 8 - - ~ - 8 
Currency translation.................+. = = = = = 7 = 7 
Dividends ($0.53 per share) ..........- = - - - - - (99) (99) 
Balances December 31, 1998 ......... 191.8 ~ 2,873 = 190 7 W222i 4,291 
Cumulative effect of change 
in accounting policy (Note 2)...... - - - - - - (9) (9) 
Net. Income: ::27uiceiin. i t* focnbepeenee = = = - - - 602 602 
Shares issued (Note 11)............045 9.2 4.6 404 327 - - - 731 
Stock options exercised and 
employee share plans (Note 72)... 1.4 - 34 = - - ~ 34 
Currency translation..............0.0+ - - - - ~ (16) = (16) 
Dividends ($0.60 per share) ........... = = - - - - (118) (118) 
Dividends on convertible 
preferred securities................. - ~ - - - - (9) (9) 
Balances December 31, 1999......... 202.4 4.6 $3,311 $327 $190 $ (9) $1,687 $5,506 


See accompanying notes to consolidated financial statements. 
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Consolidated Statement of Cash Flows 


In millions Year ended December 31, 1999 1998 1997 


Operating activities 


Income fromycontinuing operations. so, wine sean ence keene ceneny rns rey vlan vate anode eee tes $ 602 $ 109 $ 421 
Non-cash items in income: 
SpecialchandeiVated sere ceca omic pe wlomuname Maas teRies wove RG car ai ee ons y - 590 - 
Depreciation, and:amortizations(Note:19 (B)) in wk ces sri. ca cra ties De emaetn te fee dase sales x 407 213 202 
Deferredancomeytaxes, (MOTE LI7) naan ecg aetna raleteres aco es ne Penne ou emcee coe eee 324 (13) 315 
Equity in earnings of Illinois Central Corporation (Note 4) ....... 0.00.0 cc cce cece eens eee eeeeneees - (86) - 
Gain Onsale Of INLEFESE JOIN VENCUNO soa, c0, tak ee Se Sens deaauiis fe lana cach bu tan sGete aes vas - - (21) 
OTE eeeree acter ee nice storage eT eS are ea TTA LE es erate Osten 20 cates vraga O kanaan of ae econ (2) - 
Changes in: 
AccountsireceiVable(NOter ota cance eee Mit eke ee a atiges ok ide ed occa reset ae) (156) 270 5 
Matertalianc stippiessyeurr eee: conch ee neu Rea k Tania in caaina are maw can some vue mbameiine 38 18 7 
Accounts payable and accrued charges (Note 8)...........cccccecee eee e neat eeneeennneeeaneenans 64 109 26 
Other-net:currentvassetsvand| lidbilitiessssee athe teeta ecm arouse nes waeecsuewan ctu aed sek ems (27) (10) (44) 
Payments:-tor WOrkionce reduction cipencnmresinr ime se aac, neck desu she Alswiew Gina paeuac enubees vvavaere (219) (187) (197) 
Othersenciin nace eee en meer Mee Wea entree iter els eet te 9 noe Ae eo ae (70) (60) (36) 
Casii Provided FO CONUINING ODI AUONS © vets ca da sa pn cee ae te vn va we ta nm cb go hemo oud ee 961 953 678 


Investing activities 


Net additions to.properties (ote $9: (B)).. Mriasava nuns salietede veda Nois vince chee avedetoapennectsea’ (629) (494) (393) 
Net proceeds from disposal: of properties: os: nsneck enw einmeiewey utes fay veces clay ot aie eFadig ce new tnvens 70 90 122 
Net proceeds ftom:sale-of interest in JOInt VENtUne ox fea ucikn pede conde yen Ceantvien ive ge+ donee «tage - - 23 
Investment in Illinois Central Corporation (Note 4)...........ccc cece eceee eee eens eeeneeeeeeeeenneees - (2,608) - 
OtMe Is cee neice ater ee rrA Ne Oe soeicoe come Be ne ie nocache ORCC SUR Titi sie baeMtn sae ae 2 - 8 
CASI USCE DY ARVOSTING ACUUITES ran x eases te gata cnc aOR Ooh ashen «du aloo hy wb oie Cpa k ake Be (557) (3,012) (240) 
Dividends'paiditosharenoldersitei: ncn tan cantatas otaatarecacaaactere stare sie mniceaare teatime mas Roan eatnee Ni (127) (99) (78) 


Financing activities 


issuanceiollong-fenmuceb tama-ereoa ear sass clbataatiusiatestletios Sowcinacerontomecuaaa cmos tae ac 456 4,589 13 
Reduction ob long-term lee ts, v ostaneney coccattasiseuirane asa imation nce ce nn a siaslas Spee Tota y sterew ae oF (1,509) (2,541) (98) 
ISSUANCELOF- GOMMOMesharesn (VOLE uiile) creeps etre eels arr unlehe near rey eames nite esos oat get ssene atlanta etenald caters ira sles 438 8 4 
Issuance of convertible preferred securities (NOC 11) ..........c ccc cecc eee enee eee eenee tees enneeee enna 327 - = 
Cash provided from (used by) financing ACTIVITICS......... ccc cce cece ence eee e tee e nee eens eenneeennees (288) 2,056 (81) 
Cash provided from (used by) discontinued operations (Note 18).........0ccccceeeeeee eee eennee ener ens 1 - (20) 
N@EING CaSO: (GECIEASE) INVCASTD aca cirtinos ira tale Pots tote ocice asa eter oc a Sa eR ean eee (10) (102) 259 
Cash,and cash:equivalents, beginning: OF yeal 2 ¢iv.as.cket = cess. cece on Sneddevtsedeaantwran eubla de'enaits 317 365 106 
Cash and.casir equivalents, end.OF Wear, nuisa Pins ttes wa 2 Sarai soca goles Gurens Saad uc we a PRG oes wad BEN $ 307 $ 263 $ 365 


* The cash and cash equivalents balance at the beginning of 1999 includes the cash and cash equivalents of Illinois Central Corporation which has been consolidated beginning in 1999. 


See accompanying notes to consolidated financial statements. 
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Notes to Consolidated Financial Statements 


CN, directly and through its subsidiaries, is engaged primarily in the rail transportation business. CN spans Canada and mid-America, from the 
Atlantic and Pacific oceans to the Gulf of Mexico, serving the Canadian ports of Vancouver, Prince Rupert, Montreal and Halifax, and Gulf of 
Mexico ports in New Orleans, Louisiana and Mobile, Alabama, and the key cities of Vancouver, Edmonton, Calgary, Winnipeg, Montreal, Toronto, 
Buffalo, Chicago, Detroit, Memphis, St. Louis and Jackson, Mississippi, with connections to all points in North America. CN’s revenues are derived 
from the movement of a diversified and balanced portfolio of goods, including petroleum and chemicals, grain and fertilizers, coal, metals and 


minerals, forest products, intermodal and automotive. 


1 Summary of significant accounting policies 


These consolidated financial statements are expressed in Canadian 
dollars, except where otherwise indicated, and have been prepared in 
accordance with accounting principles generally accepted in Canada. 
The preparation of financial statements in conformity with generally 
accepted accounting principles requires management to make estimates 
and assumptions that affect the reported amounts of revenues and 
expenses during the period, the reported amounts of assets and liabilities, 
and the disclosure of contingent assets and liabilities at the date of the 
financial statements. Actual results could differ from these estimates. 


A. Principles of consolidation 

These consolidated financial statements include the accounts of all 
subsidiaries, including Illinois Central Corporation (IC) for which the 
Company acquired control effective July 1, 1999 and has consolidated 
IC's financial statements retroactive to January 1, 1999. During 1998, 
the Company accounted for its investment in IC using the equity method 
of accounting pending approval of the acquisition of control of IC from 
the U.S. Surface Transportation Board (STB). The Company's investments, 
in which the Company has joint control, are accounted for using the 
proportionate consolidation method. 


B. Revenues 

Freight revenues are recognized based on the percentage of completed 
service method. Costs associated with movements are recognized as the 
service is performed. 


C. Foreign exchange 

The Company's U.S. operations, excluding IC, are classified as integrated 
with the Canadian dollar as the functional currency and are translated 
into Canadian dollars and accounted for on the following basis: mone- 
tary assets and liabilities are translated at the rates in effect at the 
balance sheet date; non-monetary assets and liabilities are translated at 
historical exchange rates; revenues and expenses are translated at aver- 
age exchange rates during the year except for depreciation, which is 
translated at exchange rates prevailing when the related properties 
were acquired; and other currency gains and losses are reflected in net 
income for the year. The Company's own foreign denominated assets 
and liabilities are accorded similar treatment. 
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IC is considered a self-sustaining foreign entity with the U.S. dollar 
as its functional currency. Accordingly, IC’s assets and liabilities are trans- 
lated into Canadian dollars at the rate in effect at the balance sheet 
date, and the revenues and expenses, including the equity in earnings of 
IC for 1998, are translated at average exchange rates during the year. 

The Company has designated all of its U.S. dollar denominated 
long-term debt as a foreign exchange hedge of its net investment in IC. 
Unrealized foreign exchange gains and losses, from the date of designa- 
tion, on the translation of the Company's U.S. dollar denominated debt 
are included in Currency translation, which forms part of Shareholders’ 
equity, along with the unrealized foreign exchange gains and losses 
on the translation of the Company’s net investment in IC. 


D. Cash and cash equivalents 

Cash and cash equivalents include highly liquid investments purchased 
three months or less from maturity and are stated at cost, which approx- 
imates market value. 


E. Material and supplies 

The inventory is valued at weighted-average cost for ties and rails, latest 
invoice price for fuel and new materials in stores, and at estimated utility 
or sales value for usable secondhand, obsolete and scrap materials. 


F. Properties 

Railroad properties are carried at cost less accumulated depreciation 
including asset impairment write-downs. All costs of materials associated 
with the installation of rail, ties, ballast and other track improvements 
are capitalized to the extent they meet the Company's definition of 
“unit of property.” The related labor and overhead costs are also capital- 
ized for the installation of new, non-replacement track. All other labor 
and overhead costs and maintenance costs are expensed as incurred. 
Related interest costs are charged to expense. Additions to other property 
and equipment include the cost of developing computer software for 
internal use. 

The cost of railroad properties, less salvage value, retired or disposed 
of in the normal course of business is charged to accumulated deprecia- 
tion, in accordance with the group method of depreciation. The Company 
reviews the carrying amounts of properties whenever events or changes 
in circumstances indicate that such carrying amounts may not be 
recoverable based on future undiscounted cash flows or estimated net 
realizable value. Assets that are deemed impaired as a result of such 
review are recorded at the lower of carrying amount or fair value. 
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Notes to Consolidated Financial Statements 


G. Depreciation 
The cost of properties, net of asset impairment write-downs, is depreci- 
ated on a straight-line basis over their estimated useful lives as follows: 


Asset class Annual rate 
Track,and roadways iaciameaitarsedv tere sir rricee cann eBich evkc ear ca tuicttan ite Man abe icone ty 2% 
Buildingss-ians so sumekndtee ec ite asta ecco noes teen cicuiat sta nick cater eoemen oka bike 3% 
Rollingstockin acca caatamcsckim cl nsct ste tae tectanto eta me entre Mee RT oe dach oa? 3% 
Other nctecciecs hee canesenet a ore aaE EE OO a tiou ree ome RA ane LR Ets 2% 


The Company performs periodic reviews of its depreciation rates. 
Adjustments to rates resulting from such reviews have not had a mater- 
ial impact on operating results. 


H. Pensions 
Pension costs are determined periodically by independent actuaries. 
Pension expense is charged to operations and includes: 


(i) the cost of pension benefits provided in exchange for employees’ 
services rendered during the year, 


(ii) the amortization of the initial net transition obligation on a straight- 
line basis over the expected average remaining service life of the 
employee group covered by the plans, 


(iii) the amortization of past service costs and amendments over the 
expected average remaining service life of the employee group 
covered by the plans, and 


(iv) the interest cost of pension obligations, the return on pension 
fund assets, and the amortization of cumulative unrecognized net 
actuarial gains and losses in excess of 10% of the greater of the 
projected benefit obligation or market-related value of plan assets 
over the expected average remaining service life of the employee 
group covered by the plans. 


The pension plans are funded through contributions determined in 
accordance with the projected unit credit actuarial cost method. 


|. Post-retirement benefits other than pensions 

The Company accrues the cost of post-retirement benefits other than 
pensions. These benefits, which are funded by the Company as they 
become due, include life insurance programs, medical benefits, supple- 
mental pension allowances and free rail travel benefits. The Company 
amortizes the cumulative unrecognized net actuarial gains and losses 
in excess of 10% of the greater of the projected benefit obligation or 
market-related value of plan assets over the expected average remain- 
ing service life of the employee group covered by the plans. 


J. Financial instruments 

Derivative financial instruments may be used from time to time by 

the Company in the management of its fuel, interest rate and foreign 
currency exposures. Gains or losses on such instruments entered into 
for the purposes of hedging financial risk exposures are deferred and 
amortized in the results of operations over the life of the hedged asset 
or liability, or over the terms of the derivative financial instrument. 
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Income and expense related to financial instruments are recorded in the 
same category as that generated by the underlying asset or liability. 


K. Environmental expenditures 

Environmental expenditures that relate to current operations are 
expensed or capitalized as appropriate. Expenditures that relate to an 
existing condition caused by past operations and which are not expected 
to contribute to current or future revenue generation are expensed. 
Liabilities are recorded when environmental assessments and/or remedial 
efforts are likely, and when the costs, based on a specific plan of action 
in terms of the technology to be used and the extent of the corrective 
action required, can be reasonably estimated. 


L. Income taxes 

The Company follows the asset and liability method for accounting for 
income taxes. Under the asset and liability method, the change in the net 
deferred tax asset or liability is included in income. Deferred tax assets 
and liabilities are measured using enacted tax rates expected to apply to 
taxable income in the years in which temporary differences are expected 
to be recovered or settled. 


2 Accounting changes 


The Company has made certain changes in accounting policies to 
conform to new accounting standards. 


1999 

In 1999, the Company adopted the Canadian Institute of Chartered 
Accountants’ (CICA) recommendations related to the accounting for 
employee future benefits. Specifically, the standard outlines guidance for 
the accounting for pension, post-retirement and workers’ compensation 
costs. In accordance with the transitional provisions of the new standard, 
the Company has applied the recommendations retroactively but has not 
restated comparative periods. The cumulative effect of the adoption of 
the new standard of $17 million ($9 million after tax) has been reflected 
as an adjustment to opening retained earnings. 


1998 
In 1998, the Company adopted the CICA recommendations related to the 
presentation of cash flow statements. The standard requires that, among 
other things, non-cash items be excluded from investing and financing 
activities and disclosed elsewhere in the consolidated financial state- 
ments in a way that provides all relevant information about these invest- 
ing and financing activities. The standard requires retroactive application 
with prior comparative information being restated. 

In 1998, the Company adopted specific U.S. guidance related to 
the accounting for computer software costs as found in Statement of 
Position (SOP) 98-1, “Accounting for the Costs of Computer Software 
Developed or Obtained for Internal Use.” In accordance with the require- 
ments of this statement, this change has been applied prospectively. 
The impact of the adoption of SOP 98-1 was to increase net income 
by approximately $13 million for the year ended December 31, 1998. 
The Company has not applied this accounting change retroactively as 
the impact on prior years’ comparative figures is not significant. 
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2 Accounting changes (continued) 


1997 

In 1997, the Company adopted the CICA recommendations for the 
accounting for income taxes. The standard requires the use of the asset 
and liability method for accounting for income taxes. Under the asset 
and liability method, deferred income taxes are recognized for the future 
income tax consequences attributable to differences between the finan- 
cial statement carrying values and their respective income tax basis 
(temporary differences). Deferred income tax assets and liabilities are 
measured using enacted income tax rates expected to apply to taxable 
income in the years in which temporary differences are expected to be 
recovered or settled. The effect on deferred income tax assets and liabili- 
ties of a change in tax rates is included in income in the period that 
includes the enactment date. Deferred income tax assets are evaluated, 
and if realization is not considered “more likely than not,” a valuation 
allowance is provided. 

Previously, the Company followed the deferral method of accounting 
for income taxes which related the provision for income taxes to the 
accounting income for the period. Under the deferral method, the amount 
by which the income tax provision differed from the amount of income 
taxes currently payable was considered to represent the deferring to 
future periods of benefits obtained or expenditures incurred in the cur- 
rent period and accordingly was computed at current income tax rates. 
The accumulated income tax allocation debit or credit balance was not 
adjusted to reflect subsequent changes in income tax rates. Also, under 
the deferral method, tax benefits related to accounting losses could 
only be recognized in the period the loss was incurred if there was 
virtual certainty of realizing these benefits. 

As a result of the change in accounting policy, an income tax recov- 
ery (including discontinued operations) of $708 million, or $4.17 per 
share, was recorded in 1996 for income tax benefits related to years 
prior to 1997. In 1997, income tax expense of $303 million, or $1.78 per 
share, related to income before tax was recorded. 


3 Proposed combination of Canadian National and 
Burlington Northern Santa Fe 


On December 18, 1999, CN and Burlington Northern Santa Fe Corporation 
(BNSF) entered into a Combination Agreement (the Combination) provid- 
ing for the combination of the two companies. To comply with Canadian 
legal requirements that, among other things, prohibit any person and 
that person's associates from holding more than 15% of the voting rights 
in CN, while ensuring that the Combination will be tax efficient for each 
company’s shareholders, the combined enterprise will consist of two 
public companies: North American Railways, Inc. (NAR), a newly incorpo- 
rated company, and CN. Upon completion of the Combination, NAR will 
be the parent company of BNSF and will own all of the limited voting 
equity shares of CN. 
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Under the Combination, BNSF shareholders will receive one share 
of NAR common stock and one CN voting share for each BNSF share, 
and CN shareholders will receive, for each CN common share, 1.05 CN 
voting shares and either 1.05 shares of NAR common stock or 1.05 CN 
exchangeable shares. The CN exchangeable shares will be exchangeable 
at any time on a one-for-one basis for shares of NAR common stock. 

CN shareholders who elect to receive the CN exchangeable shares will 
also receive the right to vote on matters submitted to NAR shareholders 
in proportion to their economic interest in the combined companies. 

All shareholders will have voting interests in both NAR and CN, and 
economic interests in the combined companies. Dividends paid on the 
NAR common stock and the CN exchangeable shares will be equivalent. 

Each share of NAR common stock will be “stapled” to a CN voting 
share and will trade as a single security. Similarly, each CN exchangeable 
share will be “stapled” to a CN voting share and will trade as a single - 
security. In addition, CN will issue to NAR limited voting equity shares 
carrying 10.1% of the voting rights in CN and 100% of CN's equity. The 
result of these arrangements will be that, at all times, each company 
will have the same public shareholder base with each public shareholder 
effectively having the same economic benefits and voting rights on a 
per security basis. 

The Combination is subject to, among other things, approval by the 
shareholders of CN and BNSF, as well as approvals by Quebec Superior 
Court and the STB. CN and BNSF currently expect that all regulatory 
approvals can be obtained and the transaction completed by mid-2001. 
Shareholders are expected to vote on the proposed Combination during 
the second quarter of 2000. 

In accordance with the terms of the Combination, BNSF has agreed 
to pay CN a cash termination fee equal to U.S.$450 million and CN 
has agreed to pay BNSF a cash termination fee equal to U.S.$200 million 
in the event that the Combination is terminated under the following 
circumstances: i) an alternative proposal is made by a third party with 
respect to either BNSF or CN and thereafter the BNSF or CN shareholders 
vote not to adopt the Combination; or ii) where either of the BNSF or CN 
board of directors withdraws, adversely modifies or changes its approval 
or recommendation of the Combination, the transactions that it contem- 
plates or the arrangement resolution; or iii) where BNSF or CN breach 
certain of their obligations with respect to soliciting and responding 
to proposals for alternative transactions related to the other party. In 
addition, if conditions are imposed by the STB that would significantly 
and adversely affect the economic benefits of the Combination to BNSF, 
CN and their shareholders, taken as a whole, BNSF or CN may elect not to 
consummate the transaction and pay termination fees of U.S.$300 million 
and U.S.$150 million, respectively. 

In connection with the Combination, BNSF and CN have granted 
reciprocal stock options to each other with respect to, in the case of CN, 
approximately 29 million CN common shares and, in the case of BNSF, 
approximately 65 million shares of BNSF common stock. The number of 
shares subject to the stock options is subject to adjustment in each case 
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so that the number of shares subject to the option will always be equal 
to but not exceed 12.5% of the outstanding common shares of the 
option issuer after giving effect to the issuance of shares of common 
stock under the option. The exercise price of an option is, in each case, 
the average of the closing price of the option issuer’s common stock on 
the New York Stock Exchange on the five trading days preceding the 
date of notice of exercise. CN’s grant of a stock option to BNSF is subject 
to the approval of The Toronto Stock Exchange, and BNSF's grant of a 
stock option to CN is not effective until The Toronto Stock Exchange 
gives its approval to CN. Each party's option is exercisable under the 
same circumstances in which that party is entitled to receive a termina- 
tion fee of U.S.$450 million or U.S.$200 million as discussed above. 

Upon consummation, the Combination will be accounted for by 
NAR using the purchase method of accounting in accordance with 
Opinion No. 16, "Business Combinations," of the Accounting Principles 
Board of the American Institute of Certified Public Accountants. Under 
this method, NAR will prepare its financial statements reflecting the 
assets and liabilities of BNSF at their historical cost basis, and the fair 
value of the NAR common stock issued or issuable to CN shareholders 
will be allocated to the assets and liabilities of CN based on their 
relative fair value. 

Following consummation of the Combination, the financial state- 
ments of CN will continue to be prepared on CN’s historical cost basis. 


4 Acquisition and consolidation of Illinois Central Corporation 


In 1998, the Company, through an indirect wholly owned subsidiary, 
acquired IC in a two-step transaction for a purchase price of approximately 
U.S.$2.4 billion payable as to 75% in cash and 25% in common shares 
of the Company. On March 14, 1998, the Company acquired 75% of the 
outstanding common shares of IC for $2,549 million (U.S.$1,796 million) 
or U.S.$39 per share. On June 4, 1998, the Company acquired the remain- 
ing 25% of the outstanding common shares of IC for 20.2 million shares 
of the Company's common stock. In addition, the outstanding IC stock 
options were exchanged for stock options of the Company. 

Pending approval from the STB, the Company accounted for its 
investment in IC under the equity method of accounting in accordance 
with Accounting Principles Board Opinion (APB) 18, “The Equity Method 
of Accounting for Investments in Common Stock.” The investment in IC at 
December 31, 1998 includes an investment of $3,398 million related to the 
acquisition of IC shares pursuant to the cash tender offer and the second- 
step merger, $259 million related to the translation of the investment to 
its current Canadian dollar equivalent, $59 million for transaction-related 
expenses, and $86 million of equity in the earnings of IC from the date 
of acquisition to December 31, 1998. 

The Consolidated Statement of Income for the year ended December 31, 
1998 includes various items related to the acquisition of IC, including 
$117 million pre-tax interest costs on debt associated with financing the 
cash tender offer. The $86 million equity in the earnings of IC included in 
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the Consolidated Statement of Income for the year ended December 31, 
1998 represents the Company’s portion of IC’s earnings from March 14, 
1998, net of the amortization of the difference between the Company's 
cost to acquire IC and the underlying historical equity in net assets of IC, 
based on preliminary estimates of the fair values of IC's properties and 
equipment, and estimates of their remaining useful lives, as well as esti- 
mates of the fair values of other IC assets and liabilities. In total, items 
related to the IC acquisition increased net income for the year ended 
December 31, 1998 by $18 million. These amounts, as well as the impact 
of the issuance of shares pursuant to the second-step merger, increased 
the earnings per share by $0.07 for the year ended December 31, 1998. 
Excluding the 1998 special charge, the earnings per share decreased 

by $0.07. 

Effective July 1, 1999, the Company assumed control of IC and 
consolidated the results of IC since January 1, 1999. On July 1, 1999, 
the excess ($2,533 million) of the Company's investment in IC over IC's 
net equity was allocated using the principles of purchase accounting to 
properties ($4,212 million), deferred income taxes ($1,554 million), and 
debt and other liabilities ($125 million). The Company is amortizing the 
excess of the purchase price over IC's net equity using the principles of 
purchase accounting, based primarily on the estimated remaining useful 
lives of IC's properties. 

The following table presents the pro forma condensed consolidated 
statement of income for the year ended December 31, 1998 assuming 
CN had acquired control of IC at the beginning of 1998, and the actual 
results from operations for 1999. 


Canadian National Railway Company 
Pro Forma Condensed Consolidated Statement of Income 


In millions, except per share data Year ended December 31, 1999 1998 

Pro forma 

(Unaudited) 
RAV CMU eStrert era cesta eae arn Me ie ene ene Or. c ccaeipes $5,261 $5, 160 
Operating expenses) ties vc cnv anes ok attak eae uatenece Siewe 4,028 4,680 
OneratinGgiincome snare act cascc emanates earn amene wana Mearns 1,233 480 
INEERESTOXDPONSE 5 sires csraatsrsvei dss piaiciaws bose cisisue chasoibiacausrace onh shanaraterare ora (308) - (333) 
OMGINCOMBE NT Thies sen aacbrsiiteia death weenie aan wanna nes 46 32 
Income*befOre INCOME TAXES: coisas cca n sess vaikiecdsn ease een 971 179 
INCOME: TAX: EXPENSE \s sec seieaiectesacwisrs shibry Pacteclnarn h eterateey inten wibrone 8 (369) (47) 
INGE TICOMEL ee mere ti aise ucla aa al hr nin ano eameraR Cea $ 602 S132 
BasiC CaMiins PENSHAUG wi nr.tu wen ewe ach Gaze cease area acaesteranwee $ 3.02 $ 0.69 


(1) 1998 includes a special charge of $590 million. 
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4 Acquisition and consolidation of Illinois Central 
Corporation (continued) 


In 1998, the Company followed the equity method to account for 
its investment in IC. Accordingly, summary financial information for IC on 
its historical cost basis, prepared in accordance with U.S. GAAP, for the 
year ended and as at December 31, 1998, is presented below: 


Illinois Central Corporation 
Condensed Consolidated Statement of Income 


In millions of U.S.$ Year ended December 31, 1998 
Revenites 332.24, cnncat Sens oy shive cura aecaatal beast oir eltideree ekelrae Aarar eens $729 
Operating expenses: uae, steevey sowie cteinies neti CeNta ata cinig yaar Serra rhea Ee 521 
Operating income sn. sativa cutescoen cele tawaan dhaes eee arionan an emnenaen caam at ereser 208 
Other: INCOME..w.u wa eve vere cesejekay accent oe wane maga oaR en Wen ket elas 9 
Interest Expense nitciscntsaacuunantescnmiecsamat eka maaan remem eatereuears (41) 
Income: beforesincome:taxess <ss.ccudee am saturate mpretch ptekersemscan tac “176 
Income ‘tax EXPENSE..is5 wis we ssh ssicanmu cas ates eau deaius cee tamieriasc wea iie git (70) 
N@EIACOMG oie cece Enea s Hare sootag oa nthe pie pie sla area Mek sic nator Maser eagts aO eeEHe $106 


Operating expenses for the year ended December 31, 1998 included 
special charges of U.S.$49 million (U.S.$41 million after tax) for sever- 
ance and other costs related to the merger. 


6 Properties 


In millions 


December 31, 1999 


Illinois Central Corporation 
Condensed Consolidated Balance Sheet 


In millions of U.S.$ December 31, 1998 
Assets 
GUrrentaSSets cco vices coals ooh TART ee Re en Meee eI eeteretent $ 250 
NONECUFFENT ASSETS coe eh acces ek duce dae anes ibm am eineete cece wratinernistbeeineteiere re sears 1,924 
TOCA ASSOIS 328 ris ps oie oa ah dace ET A EEN E SOE alee Mae eR ees RID $2,174 
Liabilities and stockholders’ equity 
Current:Habilities-<, <a. cakes cet swigce sateie Seta oe een eee otters ote nate eee” $ 297 
Long@term debt tics cis a) Pict bablacle ves yeeie shits otanetntairtoc ram otelore eee erect liete ates 557 
Deferred:taxesos dct coar Sekine sachin peivcins satan ine ae eee pehetascten nse 443 
Other liabilities. atctits ana ciecn sodas ee AE plein Catan orite i reyes fens aN neni eb mneteiete 130 
Stockholders: equity*y:22: cessuacduas aus a vacan ceaebb tepermadaeaaaet caesar ale ce 747 
Total liabilities and stockholders’ equity ..........0ccccceeneecueeenneenneennees $2,174 
5 Accounts receivable 
In millions December 31, 1999 1998 
Freight 
Tad ers, Saisie Pa geeta ogee hacemos Se ian Eee ds te einem $441 $217 
ACoruedisSarafaaeniese wince aa sensaar che tes att aceasta eaten iene 161 48 
Nonzfreight 5.22% acct Seach dea atrictie ag heer ace etnies 247 180 
849 445 
Provision for, doubtful a¢counts!:: ccteeccces cue cncsedateraein aemcnn (46) (41) 
$803 $404 


On June 25, 1998, the Company entered into a five-year revolving 
agreement to sell eligible freight trade receivables up to a maximum 
of $250 million. At December 31, 1999, pursuant to the agreement, 
$147 million and U.S.$40 million (Cdn$58 million) had been sold on a 
limited recourse basis compared to $150 million and U.S.$45 million 
(Cdn$69 million) at December 31, 1998. The Company has retained the 
responsibility for servicing and collecting the accounts receivable sold. 
Costs related to the agreement, which fluctuate with changes in prevail- 
ing interest rates, are included in Other income. 


December 31, 1998 


Accumulated Accumulated : 

Cost depreciation Net Cost depreciation Net 

Track,ahd roadway svar. cscaten s stuns voce eeenieet eaeeeaxctas $12,824 $2,993 $ 9,831 $ 6,641 $3,059 $3,582 
BUuIdINGS.\3.2.5. 20 cotnte gp sascaliee amore: aamca omar 1,109 543 566 875 517 358 
Rolling'stocksacuscatese onsen ihanehe muna acomenenenn ae 3,247 1,132 2,115 2,296 1,059 1,237 
Others use ncnsevis ota eee oneal een eat na cee Smears 839 488 351 774 509 265 
$18,019 $5,156 $12,863 $10,586 $5,144 $5,442 

Capital leases included in properties .............0eee ene $ 1,003 $ 115 $ 888 $ 617 77) $ 545 


| 
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7 Credit facilities 


The Company has a U.S.$1,000 million revolving credit facility which 
expires in 2003. The credit facility provides for interest on borrowings at 
various interest rates including the Canadian prime rate, bankers’ accep- 
tance rates, the U.S. federal funds effective rate and the London Interbank 
Offer Rate plus applicable margins. The credit facility agreement contains 
customary financial covenants, based on U.S. generally accepted account- 
ing principles, including i) limitations on debt as a percentage of total 
capitalization, ii) maintenance of tangible net worth above predefined 
levels, and iii) maintenance of the fixed charge coverage ratio above pre- 
defined levels. The Company was in compliance with all of these financial 
covenants throughout the year. The Company's commercial paper program 
is backed up by the five-year revolving credit facility. In June 1999, the 
Company used proceeds from the sale of common shares and convertible 
preferred securities to repay U.S.$125 million (Cdn$185 million) of com- 
mercial paper and U.S.$310 million (Cdn$456 million) of the Company's 
revolving credit facility. In July 1999, the balance of the revolving credit 
facility was repaid. As at December 31, 1999, the Company had U.S.$6 mil- 
lion (Cdn$9 million) of commercial paper outstanding. 


8 Accounts payable and accrued charges 


In millions December 31, 1999 1998 
Trade: payables. net wobec ate. Se acetaaemars ae $ 503 $ 324 
Current portion of workforce reduction provisions ................ 182 235 
Payroll-related!accrualS ss. i: orice acts somes gawk nanan ooh ennteeees 185 177 
Accrtied charges sic nmrcsaca caatutest is tice Te<uctn deine te eaeraeie 195 155 
Accrued interest on long-term debt .............:.seceeeeeeeeeeees 119 111 
Accrued ‘operating leases s.ierc ip ncn. te titeasat ona agiah ote wits receimate 29 85 
Ot ai-- Ae Aisa. ce oe aca iciel insveacnesiens tc Byetoumree ue ats ate eras aaetcaee bar Tar 177 87 
$1,390 $1,174 
9 Other liabilities and deferred credits 
In millions December 31, 1999 1998 
Workforce reduction provisions, 
Net on. cument pontiolis(A)eran0 «ces ce beewta usc deslmsaniny sei $ 517 $ 590 
Accrual for post-retirement benefits 
other than\pensions.(B) iinar.mons.gre cau etes pememsh errant 220 149 
Personal-injony reservei:ssucectuaaciis<steedee trea heh evev ed etistmaiese 218 108 
Environmental reserve, net of current portion ...............0..00 66 38 
Deferredicfedits and others. cas. arcs oc: eco ces ap teboevrerldnene nen. 239 287 
$1,260 $1,172 


A. Workforce reduction provisions 

The workforce reduction provisions, which cover employees in both 
Canada and the United States, are mainly comprised of severance 
payments which will be disbursed over a period of up to six years. Other 
elements of the provisions mainly include early retirement incentives 
and bridging to early retirement. Payments for severance and other 
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elements of the provisions have reduced the provisions by $219 million 
for the year ended December 31, 1999 ($187 million for the year ended 
December 31, 1998). The aggregate provisions amount to $699 million 

at December 31, 1999. 


B. Post-retirement benefits other than pensions 


(i) Change in benefit obligation 


In millions Year ended December 31, 1999 1998 
Benefit obligation at beginning of year, as previously reported...... $150 $132 
Adjustment related to adoption of new standard (Note 2)........... 22 ~ 
Benefit obligation at beginning of year, as adjusted................. 172 132 
ConsolidatiomofiiG pew: tutinomn tau hese sect omaieiie ctenene see 67 - 
SOIVICEICOSUAesconireacina scoeimiee airs mic ncuniny vcavanar noice ne eteed 8 4 
HAEGTESEICOS Eee cetrnctctiieniewtnc cet ators upherstak ldtchiee pina is tiabrabienie eee 15 10 
FOFEIQMCUIFENGY Changes haranveecanniciusd ones se menirracidare teste (3) 2 
ActUarial(Ggin) lOSScanper skeet euarenencis eecearinets reyamdatema sire (13) 9 
BONES Paldva cee concvtsccm tive attra Anzac tiemmteoamnenr (16) (7) 
Benefit obligation at end Of YCar....... 6... ccceeee ee eseeeenen ene enes $230 $150 
ji) Funded status 
In millions December 31, 1999 1998 
Unfunded benefit obligation at end of year ............ccse eee e eee $230 $150 
Unrecognized net actuarial gain (loss) .............ceceeeeeeee ener es (6) 5 
Unrecognized) prior:service COStshacaytnce'« vals casts vuras oe tie sores ve sess (4) (6) 
Accrued benefit cost for post-retirement benefits 

OLEAN PENSIONS aaeiee aise mere eos Cowie wi olcts op wists cane $220 $149 
(ii) Components of net periodic benefit cost 
In millions Year ended December 31, 1999 1998 1997 
SGFViGecOStsaeiniaratanmnmiec er cama nD oot linet $8 $4 $3 
Interest.cOSttnen sr aatem qascnnprojenmeaan ete Meeeelnecine wee « 15 10 7 
Amortization of prior service COSt...........cceeee eee e es 1 1 1 
Recognized net actuarial (gain) loss ............ccee eee 2 6 Pe (2) 
Net periodic benefit COST... csicnigtentutece seed ssusicets $26 $21 $9 
(iv) Weighted-average assumptions 

December 31, 1999 1998 1997 

DISCOUNT atest c. e\ennsasmaiienan aman cmanmmieanpeaarun 7.39% 7.50% 744% 
Rate of compensation increase...............ecee enna 4.25% 4.25% 4.50% 


The effect of a one-percentage-point increase or decrease in the 
assumed health care cost trend would be to increase or decrease the 
1999 net periodic benefit cost by less than $1 million and the post- 
retirement benefit obligation by approximately $4 million. 
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1 0 Long-term debt 


A. The Company's bonds, debentures and notes are unsecured. 


B. The August 22, 2000 bonds issued in Swiss francs (CHF170 million), 
bearing an interest rate of 5%%, were effectively converted at their issue 
date to a $99 million Canadian dollar obligation through a currency 
swap agreement at an all-inclusive cost of 11.17%. 


C. The PURS contain imbedded simultaneous put and call options at par. 
At the time of issuance, the Company sold the option to call the securi- 
ties on July 15, 2006 (the reset date). If the call option is exercised, the 
imbedded put option is automatically triggered, resulting in the redemp- 
tion of the original PURS. The call option holder will then have the right 
to remarket the securities at a new coupon rate for an additional 30-year 
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Currency 
in which December 31, 
In millions Maturity payable 1999 1998 
Bonds, debentures and notes: (A) 
- Canadian National series: 
GHG | FEVOAP NOLES vc J amaiecs else tlusrontela elon ae WRG Maee Caer a an ieee eT Pe Tier eer May 14, 1999 Cdn$ - S50 
5G” 5-year Swiss: frane DONS, (Bj. inn cenaetentn acess necitrotgehasiele eit astesiactas eaeteetee aia cee Aug. 22, 2000 CHF 99 99 
BEI" “sAS-VOAar NOTES at raccrone nae une owen mueenatice mae tsa anblee uo e rane senats SPREE een tet ane May 21, 2001 Cdn$ 150 150 
GH”: SWOLVOAr NOTES = Ser pht a saat ace ia crac omeminh cette decree ea cua eles Cera sceecen eeaian eine eee May 15, 2003 U.S.$ 218 230 
19) = VO=Vear notes 20 rots nessa assis st sce aar oe tare cin clerete ela sae etree heh Siete ae eaten Mar. 15, 2004 U.S.$ 386 407 
6:45%: Puttable Reset Securities (PURS), (Giz so.s< seco. tthe cee set asain a eae slonien bnee cae sae semtn eae July 15, 2006 U.S.$ 363 383 
6:80%".20-Vear' nOtes: (D)iaez.snnzaon arnt hentcietjoceman oan anhaesobiase kta eaten spre ciebsiecd dee Rene eeite July 15, 2018 U.S.$ 291 307 
TAY; 30-year debentures... za cd2 cues tents seid atascke tee arsine esahe ole ce eaNee stesso aelaceii ato s AeLelere ea ReN eee May 15, 2023 U.S.$ 218 230 
6.90%, '30-Vear Notes (D) ns acre Sats che ashdrwrsraia Sm are eedatele lectin sre elo atetara wiafde aleraieislatayole ap pietice esa tea orerecapal rites a a July 15, 2028 U.S.$ 690 728 
Illinois Central series: 
6.83960 y5-Vvear notes y Sc. duruncas naulasans usadeeateen «nema sine Moodie ce Maern ME anA eR Sete eA peaea nee May 17, 2000 U.S.$ 44 - 
TAN2% * SAYOA NOTES 5a viendo a duals amiastathon ch ate aamealen CRM OSES eae echermattalonee welt nla ttatia eas nee Gains teen Aug. 2, 2001 U.S.$ 73 - 
6372 % 02 FeyOar NOES Ez saesciseatan retin vm oian oleae trap he ORCA aI yen otek oth APA AEP Tees RE Aug. 14, 2001 U.S.$ 73 - 
4% DAVOAN NOLES oti carare cose teste Rresioy Stoo yacak Rone ARG ORE NUE EC rate MTN eto ed eer Re Mar. 1, 2002 U.S.$ 1 - 
CAV. MO-VEar NOTES Se sae miaesmioe auch aoa temp cae oe eye aisiag tae eteh taaiocma ee oe ee aR oe re eens May 15, 2003 U.S.$ 145 = 
Non-interest‘ bearing 7-year notesy.05. nasi. sinnerman teense see qlee apatites nannies Aamo eae eee Nov. 29, 2003 U.S.$ 1 = 
FUSo! NOY EAE MOLES «ot aiart secon ce teas amearcle Ret race ae ee oe ae LS aR er ee eet eeer eines ea eee May 1, 2005 U.S.$ 145 - 
6:98 Yo rl2-Vear NOteSw.ciacuse tone csta ttc cement ere tox wie tna eaetetae oleae epi eee a abet ec Cee ee July 12, 2007 U.S.$ 73 - 
6.63% LO-Vear notes oie serie ciarmavieiste catete statics aeons oh sitensiattig crere svat nate ncluame stalls oaiehe eos Ogee aad aiiclayente June 9, 2008 U.S.$ 29 = 
592. -99-vear inconte 'debentunes ise. cnchnens aswele sass sles nether aisiecn ee tarereisls cuits aly dace, en care Renae Res July 1, 2032 U.S.$ 1 a 
5%. 2 99-year ncome:debentUres «5 tecnacuemasman cteamaaaaencnn nae aa ihe ener RN ERP a einen eee ane Dec. 1, 2056 U.S.$ 12 = 
PTS 100-Vear debentures tin), «a.aiscarsseaetete actocoun hon tennis eee memane cama See ence aeeRe EME ere Sep. 15, 2096 U.S.$ 182 - 
Total bonds debentures: and Notes ws). sree aoe es aoa oe a eo A Te Ae RET ees eee 3,194 2,584 
Other: 
Mortgagess ifs ama sedisca ag armnde nee Wath orm sisnamiy tam siete Aenea eta amie enemas o lemtia en catneraete Re Cdn$ 14 15 
Revolvirig creditifacility(Note:7)s W's, caansries selcsy ae taco Uae oGaiac top te apc habla sata ee tise crete ostertens U.S.$ - 337 
Commercial: paper: (E) (Notes Z) wake acawecrsteescwssset wach aes nee ce slamsee ot aera eelteendcl cathaeer teeta: ales U.S.$ 9 532 
Capital lease obligations, amounts owing under equipment agreements and other (F) ..............0s00. Various 1,029 683 
LOTT OMG ee ance rach Saker aaa aha a ae eT OE oats Re NRE TE er WS aM See ae ne Ay EN Du Wea ew ae 1,052 1,567 
SUBLOL AS oR Sakae prenatal pistoguie Neat eatas wasn da a Rp PRIGEe Manta tii nis oatei cere ekemgaitee Nae cnn 4,246 4,151 
Less: 
Current portion: of long-termidebts... “sac canauaire caitnasage siniesclar aomasbianiselaels amar ais et iets site apereatae tert 272 134 
Net Unamortized:discount /7s,s.</:sasinascare taistioicte viv sistent opie vate Mtn ciMeeinette eoiptr seit ae cada eeicahide aaa ease 13 8 
285 142 
$3,961 $4,009 


term ending July 15, 2036. The new coupon rate will be determined 
according to a pre-set mechanism based on market conditions then 
prevailing. If the call option is not exercised, the put option is deemed 
to have been exercised, resulting in the redemption of the PURS on 
July 15, 2006. 


D. The 20-year and 30-year notes are redeemable, in whole or in part, at 
the option of the Company, at any time, at the greater of par and a for- 
mula price based on interest rates prevailing at the time of redemption. 


E. During 1998, the Company initiated a commercial paper program. 
The program enables the Company to issue commercial paper up to a 
maximum aggregate principal amount of $600 million or the U.S. dollar 
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equivalent and is supported by the revolving credit facility. Commercial 
paper debt is due within one year but has been classified as long- 
term debt, reflecting the Company's intent and ability to refinance the 
short-term borrowing through subsequent issuances of commercial 
paper or drawing down on the revolving credit facility. 


F, Interest rates for the capital leases range from approximately 3%4% to 
14'4% with maturity dates in the years 2000 through 2016. The imputed 
interest on these leases amounted to $577 million as at December 31, 
1999, and $530 million as at December 31, 1998. 

The equipment agreements are secured by rolling stock and payable 
by monthly or semi-annual installments over various periods to 2003 
at interest rates ranging from 6% to 13.7%. The principal amounts are 
payable as follows: $39 million and U.S.$12 million (Cdn$17 million) as 
at December 31, 1999, and $44 million and U.S.$16 million (Cdn$25 mil- 
lion) as at December 31, 1998. 


G. Principal repayments for the following fiscal years, including repur- 
chase arrangements and capital lease repayments on debt outstanding 
as at December 31, 1999 but excluding repayments of commercial paper 
of $9 million (U.S.$6 million), are as follows: 


Year In millions Amount 
ZOOOL ieriircee patesistanine tna mttaer menien nec laid cereus Sasiitteac t haunialcitem ented $ 272 
LOOT sc Maan Meike alee ate rem veac moe Ae ON Mews eee asic Mistene ph aiaiterme ka ttctin tess 430 
PA OP ae te aC Ie ni cree ae Ae Per ng ACB aN ee a a Me oh ce eee aa 105 
ZOOS Gay atycite tetera aaecn i acitepeatea ee tin aointe sau oie aa cose octet tatads o Swtmtem ean awe raiaian 468 
DOO mercies oth eee Oe ons er aiaacine ahemtaaiae alder Dice hemoeeamomilon pie pacar wanlc 462 
200S\.and: thereatteh ass sy memewaeamsonce unset chia tones ce mewena ree naias 2,487 


H. The aggregate amount of debt payable in U.S. currency as at 
December 31, 1999 is U.S.$2,332 million (Cdn$3,389 million) and as 
at December 31, 1998 is U.S.$2,343 million (Cdn$3,590 million). 


/. During 1999, the Company recorded $337 million in assets and the 
corresponding debt for assets acquired through the exercise of purchase 
options on existing leases and leases for new equipment. 


1 1 Capital stock and convertible preferred securities 


A. Authorized capital stock 

The authorized capital stock of the Company is as follows: 

¢ Unlimited number of Common Shares, without par value 

¢ Unlimited number of Class A Preferred Shares, without par value 
issuable in series 

¢ Unlimited number of Class B Preferred Shares, without par value 
issuable in series 


B. Issued and outstanding common shares 

During 1999, the Company issued 9.2 million common shares as a 

result of the June 23, 1999 public offering. The Company also issued 

1.4 million shares related to stock options exercised and employee share 
plans. The total number of common shares issued and outstanding was 
202.4 million as at December 31, 1999. 
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C. Convertible preferred securities 

On June 23, 1999, the Company issued 4.6 million convertible preferred 
securities at U.S.$50 per security. These securities are subordinated secu- 
rities convertible into common shares of CN at the option of the holder 
at an original conversion price of U.S.$38.48 per common share, repre- 
senting an original conversion rate of 1.2995 common shares for each 
convertible preferred security. On or after July 1, 2002, at the option of 
CN but subject to certain conditions, the holder's rights to convert these 
securities may be extinguished if the current market price exceeds 120% 
of the conversion price for a certain period. These securities will bear 
interest, payable quarterly in U.S. dollars, at a rate of 5.25% per year, 
and are due on June 30, 2029. 


D. Stock split 

On July 20, 1999, the Board of Directors of the Company approved a 
two-for-one common stock split which was effected in the form of a 
stock dividend of one additional common share of CN common stock 
payable for each share outstanding or held in treasury on September 27, 
1999 to shareholders of record on September 23, 1999. All equity based 
benefit plans reflect the issuance of additional shares or options due to 
the declaration of the stock split. All share and per share data reflect 
the effect of the stock split. 


E. Share repurchase program 

On January 25, 2000, the Board of Directors of the Company approved 
a share repurchase program which allows for the repurchase of up to 
13 million common shares of the Company's common stock pursuant 
to a normal course issuer bid, at prevailing market prices. 


1 2 Stock plans 


A. Employee share plan 

Effective September 1, 1997, an Employee Share Investment Plan (ESIP) 
was implemented giving eligible employees the opportunity to subscribe 
for up to 6% of their gross salaries to purchase shares of the Company's 
common stock on the open market and to have the Company invest, 

on the employee's behalf, a further 35% of the amount invested by the 
employee. Participation at December 31, 1999 was 7,359 employees 
(5,100 at December 31, 1998). The total number of ESIP shares purchased 
on behalf of employees, including the Company's contributions, was 
375,681 in 1999 and 244,122 in 1998, resulting in a pre-tax charge to 
income of $5 million and $3 million for the years ended December 31, 
1999 and 1998, respectively. 


B. Stock options 

The Company has stock option plans for eligible managers to acquire 
common shares of the Company upon vesting at a price equal to the 
market value of the common shares at the date of granting. The options 
are exercisable during a period not to exceed 10 years. The right to 
exercise options generally accrues over a period of four years of continu- 
ous employment. Options are not generally exercisable during the first 
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1 2 Stock plans (continued) 


12 months after the date of grant. At December 31, 1999, a total of 
9.6 million common shares remained authorized for issuance under 
these plans. 

Options issued by the Company include conventional options, 
which vest over a period of time, and performance options, which vest 
upon the attainment of Company targets relating to the operating ratio 
and unlevered return on investment. The total conventional and perfor- 
mance options outstanding at December 31, 1999 were 4.1 million 
and 4.2 million, respectively. 

Changes in the Company's stock options are as follows: 


Number 
of options 


Weighted-average 
exercise price 


In millions 


Outstanding at December 31, 1996 ...............cee eee 3.1 $15.57 
Granted: 2 uve ge eaten SER cement Ries 1a) $28.29 
Caticeled) gaco.n).w2aleiantyae on aicesty Guten aks ame (0.3) $15.53 
EXGICISOC Cracetcin ch RR ore a ea eR GESTS Ea (0.3) $14.75 
Outstanding at December 31, 1997 ...........sceeeee eee 3.6 $19.43 
Conversionxof JG Optionsavs. .suesrceancaenchonts apie. 3.0 U.S.$22.57 
Grantedsee ncaar cee ache oe uaa once Pa REE 1.3 $37.35 
Canceled? ssi cn ckcscevten son ae ee eae Seen wie eee ee (0.4) $20.22 
Exercisedssciint scat anise tamad tiie saree eee (0.4) $19.42 
Outstanding at December 31, 1998 ............ eee 7.1 $29.11 
Granted es San tients taaeavasc le ecw aratiepenee tle: 3.0 $45.46 
CanCRledis 5:3 bar nae ny ee aco aati aoe eazee rete (0.4) $34.51 
EXENCIS@C: sian. 2u dacs ni anerte Ga wim Cental erent ee piconet te is (1.4) $25.43 
Outstanding at December 31, 1999" .......... 0... 8.3 $34.88 


(1) Includes the IC converted stock options translated to Canadian dollars using 
the foreign exchange rate in effect at the balance sheet date. 


1 3 Pensions 


The Company has retirement benefit plans under which substantially all 
employees are entitled to benefits at retirement age, generally based on 
compensation and length of service and/or contributions. The tables that 
follow pertain to all such plans. However, the following descriptions 
relate solely to the Company's main pension plan, the CN Pension Plan. 
The Company's other pension plans are not significant. 


Description of plan 

The CN Pension Plan (the Pension Plan) is a contributory defined benefit 
pension plan that covers substantially all CN employees. It provides for 
pensions based mainly on years of service and final average pensionable 
earnings and is generally applicable from the first day of employment. 
Indexation of pensions is provided after retirement through a gain (loss) 
sharing mechanism, subject to guaranteed minimum increases. An inde- 
pendent trust company is the Trustee of the Canadian National Railways 
Pension Trust Funds (CN Pension Trust Funds). As Trustee, the trust com- 
pany performs certain duties which include holding legal title to the 
assets of the CN Pension Trust Funds and ensuring that the Company, 

as Administrator, complies with the provisions of the Pension Plan and 
the related legislation. 


Stock options outstanding and exercisable as at December 31, 1999 were as follows: 


Options outstanding 


Options exercisable 


Weighted- Weighted- Weighted- 
average average average 
Range of Number years to exercise Number exercise 
exercise prices of options expiration price of options price 

In millions In millions 
Options granted in 1995 ..........cccceeeeeeeeeeeee teens $13.50 0.7 3 $ 13.50 0.7 $ 13.50 
Options-qranted'in996.23 cccen.me oewdtntea aeavenreh es $18.52-$23.72 0.7 5 $ 18.66 0.3 $ 18.73 
Options granted:inul 997 ci. nnsheecteerane tacmereee ton $24.85-$38.75 0.7 5 $ 28.33 0.2 $ 28.67 
Options:qranted:in: 19980 eee se scone a naeen aca erie $ 9.25-$46.25 3.3 7 $ 34.91 2.3 $ 33.91 
Options. grantedsin‘1999% secaet mae ceovne nares nae eran $36.14-$49.45 2.9 9 $ 45.40 cs is 
Balance'at December 31j1999 .. vcaains sstiey> sede avaaen 8.3 7 $34.88 3.5 $28.16 


(1) Includes the IC converted stock options translated to Canadian dollars using the foreign exchange rate in effect at the balance sheet date. 
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Funding policy 

Employee contributions to the Pension Plan are determined by the plan 
rules. Company contributions are in accordance with the requirements of 
the Government of Canada legislation, The Pension Benefits Standards 
Act, 1985, and are determined by actuarial valuations conducted at least 
on a triennial basis. These valuations are made in accordance with leg- 
islative requirements and with the recommendations of the Canadian 
Institute of Actuaries for the valuation of pension plans. 


Description of fund assets 

The assets of the CN Pension Plan are accounted for separately in the CN 
Pension Trust Funds. These assets consist of cash and short-term invest- 
ments, bonds, mortgages, Canadian and foreign equities, real estate, and 
oil and gas assets. 


(a) Change in benefit obligation 


In millions Year ended December 31, 1999 1998 
Benefit obligation at beginning of year, 

as previnusly-reportedsscaresnwarssrantaneastcea tat aincaaees oat $ 8,989 $8,736 
Adjustment related to adoption of new standard (Note 2)....... 1,551 - 
Benefit obligation at beginning of year, as adjusted.............. 10,540 8,736 
Amendments oc... <)eniyuss fetaa wd Goa tuat euissoenenatnar geen ecanes - 134 
SGEMICGCOStosshataa see tes Seetce as areit sare acp in acnnielas atiecieecen eats 95 60 
Interest:cOSt 255. as aalenattnnemu bora anlesamas wees mh oudteloces cans 632 642 
Plan participants’ contribUtionS.............ccceeee eee ene e ene e ee 73 76 
Foreign CUrTeNnGyChangesis.ccnrceauacctede ck deste tewernek acme (3) 7 
Effect of curtaillmentscticc.nseceaae vaste cerca eunceenen cesses - 23 
Actuatialigain’. 22 stiansean cen taads soos oone neko me come bn wien se (746) (44) 
Benefit payments and transfers............:ccceeeeeneeeneeene ens (656) (645) 
Benefit obligation at end Of YOar .... 1... ccc cece eee e ee eene een e ees $ 9,935 $8,989 
(b) Change in plan assets 
In millions Year ended December 31, 1999 1998 
Fair value of plan assets at beginning of year...............0.00 $10,728  $ 9,984 
Actual return: on: plan; assets i .cts<tisccne sna. 'eoes execs coco ms 1,567 1,229 
Employer-contributionss ava. s<asarastesndvataanameenanenmen ass 59 77 
Plan participants’ contributions ................ece cece cece eee 73 76 
FOreiGn{EUrrency: ChanGes ini caseastaatcqrndyaaebateehrnenecncas (3) 7 
Benefit payments and transfers .............0.eceeeee eee e eee es (656) (645) 
Fair value of plan assets at end Of Year .... 00... ceeeceeneeeneees $11,768 $10,728 
(c) Funded status 
In millions December 31, 1999 1998 
Excess of fair value of plan assets over 

benefit obligation at end of year” .............. cece eee eee ee $1,833 $1,739 
Unrecognized net actuarial gain” 2.0.0... 0... cece eee ee eee eee (1,976) (2,399) 
Unrecognized net transition obligation ................eeeeee eee : 78 369 
Unrecognized prior, Servi COSEicrcises tac cecseneremsigeninninasc evs 172 314 
Netamount recognized: 2 sccin wheus wens fentaueinenes bo alle dee Su 10 sae Soa 23 


(1) Subject to future gain sharing under the terms of the plan. 
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(d) Amount recognized in the Consolidated Balance Sheet 


In millions December 37, 1999 1998 
PrepaidiDeneneEcOst «sce aprcwr seats tuna unan mccain wuAgor es $ 113 $ 30 
Accrued: benetitecost otis crocs crac erick inca Grider sleet s ees (6) (7) 
NeLAMOUNESECOGNIZED Se cracks rchce sere ddaisiiaetne Osouns Vie te 6 wee oe $ 107 Sie23 
(e) Components of net periodic benefit cost 
In millions Year ended December 31, 1999 1998 1997 
SERVICE: COSTS erin eon ccd oti amen ae sehen eee $ 95 $ 60 $ 50 
INTETEST COS eas tctisy ciedelsws Baehls soem igre cniemamen vine es 632 642 605 
Expected return on plan assets ...........0.scceeeeeees (732) (700) (657) 
Amortization of net transition obligation .............. 19 108 100 
Amortization of prior service COSt ..........ceceee eee 20 42 32 
Recognized net actuarial (gain) loss ..............0.005 23 (95) (80) 
Net periodic benefit COSt .........ccecc ence ene enee ences $ 57 $ 57 $ 50 
(f) Weighted-average assumptions 
December 31, 1999 1998 1997 

DISCOUNE Tateay. tector ik Doom eaeeemena en gmat 7.00% 7.50% 7.50% 
Rate of compensation increase ..............0ceeee eee 4.25% 4.25% 4.25% 
Expected return on plan assets for 

year ending December 31.............0ceeseeeeenes 9.00% 9.00% 8.25% 


As at December 31, 1998, one of the Company's pension plans 
had an accumulated benefit obligation ($114 million) in excess of the 
fair value of the plan assets ($102 million) which gives rise to additional 
minimum pension liability. The projected benefit obligation was 
$119 million at December 31, 1998. 


1 4 Special charge 


The Company recorded a charge to operations of $590 million in 

1998 for workforce reduction plans aimed at reducing future operating 
costs and increasing productivity. The charge includes severance and 
other payments to be made for approximately 3,000 reductions (1,400 
occurred in 1998; 1,300 occurred in 1999; and the remainder are to 

be made in 2000). Labor productivity and operating efficiency initiatives 
span the entire organization with reductions in the administration, 
transportation, engineering and equipment functions. The majority of 
payments related to workforce reductions are expected to occur 
throughout the next six years. 


1 5 Interest expense 


In millions Year ended December 31, 1999 1998 1997 
Interest on long-term debt...............cceceeeeeeeee es $313 $259 $122 
Interest on short-term borrowings ..............00.ee0s - 2 2 
MNTARESE INCOME. tance ace enc aoe eet baumanaia (5) (17) (6) 
Total continuing operations .........0ccceeeeee ene eenees $308 $244 $118 
Cash interest payments for continuing operations ...... $305 $194 $110 
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1 6 Other income 


In millions Year ended December 31, 1999 1998 1997 
Gain on disposal of properties.............0ceseeeee eee $56 $51 $37 
IVEStMeNTHINGOM Cy ie hoe ar otgneceutMetaeor areata. 12 12 9 
Net rentalslosswgs, os. sion aise antotnooemaentoneen ooertas (25) (20) (8) 
Foreign exchange gain (loss) .........-..sseeseeeeeeeees 4 (9) 4 
Income (loss) from Gana InCies.ceurras etema eee enna. 1 5 (2) 
Gain on sale of interest in joint venture ................ = - 21 
Other 65s A deitics amine eee cane meme see areanaeerraaes (2) (13) (4) 
$ 46 $ 26 $57 
1 7 Income taxes 
The Company's income tax expense from continuing operations is 
as follows: 
In millions Year ended December 31, 1999 1998 1997 
Combined basic Canadian federal 
and provincial tax rate 
(combined basic tax rate)...........c cee eee eee eee es 44.4% 44.4% 44.4% 
Income tax expense from continuing 
operations based on the combined 
basicitax fate: & -a0%. ese cy ae eas $(431) $(51) $(331) 
Income tax (expense) recovery 
resulting from: 
Federal large corporations tax 
andiothentaxesiz)- nce sescncomceeeneanen ence (12) (18) (10) 
WiSitaxcrate differential 22). .renseementaa esses dnae 30 - - 
Gain on disposal of properties .............0..00ees 8 8 4 
Equity:in earnings OfC iss ccsceces cashes sess - 38 - 
OthenZeetsnwatecs tosee cat ne gaeemtned cuca dude cena 36 17 12 
Income tax expense from continuing operations $(369) $ 6) $(325) 
Income tax (expense) recovery from continuing 
operations is represented by: 
GUITENt Mesahie eect tire oremerataneen een ares $ (45) $(19) $ (10) 
Deferred assccnsuimtorkactiet sends occa te eee ome (324) 13 (315) 
$(369) $ (6) $(325) 
Income tax recovery related 
to discontinued operations ..............ceeeeeeeues $ - $ - $ 12 
Cash payments for income taxes ............seeseeeees $ 45 $ 18 $ 10 
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Significant components of deferred income tax assets and liabilities 
are as follows: 


In millions December 31, 1999 1998 
Deferred income tax assets 
Loss:carryforwards, .ie ts syaress caper Cowan sa abelscotme eat isine arta $039 $222 
Workforce reduction provisions .........-.:.scseeeeeeeeeneeeeeees 266 352 
Accruals:and other reserves: ih: ctescwtins asitects ssw eis sOuayledeicns 186 79 
Post-retirement benefits: oi cadonekajss «ace capac soci settee nenlets 89 56 
580 709 
Deferred income tax liabilities 
ProperticsietZaci tits cae aotaanes Sete seis at et eaten SROs 2,685 296 
2,685 296 
Total net deferred income tax asset (liability)...................0. (2,105) 413 
Net current deferred income tax asset ..........scsceeeeeeneeenes 148 133 
Net long-term deferred income tax asset (liability) .............6 $(2,253) $280 


1 8 Discontinued operations 


Consistent with the Company's plan to focus resources on operating 

a transportation network, in late 1997 the Company adopted a formal 
plan to exit its telecommunication business operated by a subsidiary. 
The 1997 loss from discontinued operations is comprised of $6 million, 
after tax, related to losses from this business and a $12 million after-tax 
provision for loss on disposal. The assets and liabilities of discontinued 
operations reflected in the Consolidated Balance Sheet are insignificant. 
The cash used by discontinued operations in 1997 was $20 million. 


19 Segmented information 


A. Geographic areas 
The Company operates in one business segment with operations and 
assets in Canada and the United States. 
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B. Information on geographic areas 


In millions 


Year ended December 31, 


1999 1998 1997 


Revenues: 


Canadian rallis; aadean cera eae moses 
U Ss rally aaeatartiecaiaton serene ite ceri ets 


Operating income: 


Canadian rallanstccrcas sete mn pee ncet cae 
USutall ari Aoncsah see note aerate ne eater ares 


Income (loss) from continuing operations: 


Canadian rails essee: ockh ene been eee 
U:Sirall Weenie eek encanta neers oe 


Depreciation and amortization: 


Canadian talli(i)is. -252enseaceehobeees ott aes 
US sivelllaseee eset cistan Reamer tates etoieh te ttateeee als 


Capital expenditures: (ii) 


Canadian rail (iieusee vere. cteee cesar ates: 
USE rail eatievtic ae te ereeeen mee atic eam et 


In millions 


$ 31549 2° $3,523 - 7? $3,756 
1,712 578 557 


$ 5,261 $ 4,101 $ 4,313 


$ 852 $ 222 $ 730 
381 25 77 


$9,233 2180247) $5°807 


$ 464 $ 138 $ 373 
138 (115) 48 

= 86 2 
$6025 = $1098 $7471 


$ 212 $ 203 $= 192 
195 10 10 


$ 407 Se7213 $ 202 


$ 717 $ 545 $ 529 
249 70 48 


$ 966 $ 615 $ 577 


December 31, 1999 1998 


Identifiable assets: 


Ganadianitallincnticn. bites acess romsete aeleke 
US srallmactrcr cri tece reeks occ oR ane 


tae Ne eas $ 6,662 $ 6,703 


rac nistwae suse 8,079 343 
Gr Hendsdsabo one = 3,802 
14,741 10,848 

16 16 


$14,757 $10,864 


(i) Includes $7 million (1998: $3 million, 1997: $2 million) depreciation and 
amortization of properties related to net rental income and Canac Inc. 


(ii) Represents additions to properties. 


(iii) Includes $11 million (1998: $17 million, 1997: $5 million) of additions of 
properties related to net rental income and Canac Inc. This amount also 
includes non-cash capital expenditures financed with capital leases and 


capitalized depreciation. 
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20 Earnings per share 


The 1998 and 1997 figures have been adjusted for the two-for-one 
stock split (see Note 11(D)). 


Year ended December 31, 1999 1998 1997 
Basic earnings per share (excluding special charge) 
Income from continuing operations .............0.0005 $3.02 $2.48 $2.48 
NStiNcomertiy 2. ccnmcrveatoreateescany san acins casa knee $3.02 $2.48 $2.37 
Weighted-average number of common 
shares outstanding (in millions).........6...0cceeees 197.3 183.1 170.1 


21 Major commitments and contingencies 


A. Leases 

The Company's commitments as at December 31, 1999 under operating 
and capital leases totaling $893 million and $1,482 million, respectively, 
with annual net minimum payments in each of the five following fiscal 
years to 2005 and thereafter, are as follows: 


Year In millions Operating Capital 
2O00 Rae, trcnessiation ote ne cenear rain ien acm aie MRR OK g $ 169 $ 170 
200 I enanecciiie ereeastecnsha. mdnitics iowhaeene easing ay 154 179 
DOO Drath anpance pa tesco: aa Wate oacRcTR AR ee ee 130 132 
7400 ige neiece ciate NESE drach Awe sb ane one maaee nearer 102 132 
DOOM Ser atennmante otis cenmient Sowa scnacee maak aerate os 84 107 
200Srandithereaktersen ca yesccas at aec meen ecctoce seenen cts 254 762 
$ 893 1,482 

Less: imputed interest on capital 

leases at rates ranging from 

approximately 374% To: 14)h 90s Ae segtaspsvass slanted sikewne ene ause selene 577 
Present value of minimum lease payments 

at:current-rafeincludediin' debt azn. em anrssankintes scene oe ented eate $ 905 


B. Other commitments 

As at December 31, 1999, the Company had commitments to acquire 
locomotives and freight cars at an aggregate cost of $111 million, rail 

at a cost of $38 million, railroad ties at a cost of $39 million, automotive 
equipment at a cost of $18 million, and intermodal equipment at a 

cost of $1 million. Further, as at December 31, 1999, the Company had 
entered into car repair commitments totaling $18 million for the years 
2000 to 2002 and into agreements with fuel suppliers to purchase 
approximately 47% of its anticipated 2000 volume at market prices 
prevailing on the date of the purchase. 


C. Contingencies 

In the normal course of its operations, the Company becomes involved in 
various legal actions, including claims relating to injuries and damage to 
property. The Company maintains provisions for such items which it con- 
siders to be adequate. While the final outcome with respect to actions 
outstanding or pending as at December 31, 1999 cannot be predicted 
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21 Major commitments and contingencies (continued) 


with certainty, it is the opinion of management that their resolution will 
not have a material adverse effect on the Company's financial position. 


D. Environmental matters 
The Company's operations are subject to federal, provincial, state, 
municipal and local regulations under environmental laws and regula- 
tions concerning, among other things, emissions into the air; discharges 
into waters; the generation, handling, storage, transportation, treatment 
and disposal of waste, hazardous substances, and other materials; 
decommissioning of underground and aboveground storage tanks; and 
soil and groundwater contamination. A risk of environmental liability is 
inherent in the railroad and related transportation operations; real estate 
ownership, operation or control; and other commercial activities of the 
Company with respect to both current and past operations. As a result, 
the Company incurs significant compliance and capital costs, on an 
ongoing basis, associated with environmental regulatory compliance 
and clean-up requirements in its railroad operations and relating to its 
past and present ownership, operation or control of real property. 

While the Company believes that it has identified the costs likely 
to be incurred in the next several years, based on known information, 
for environmental matters, the Company's ongoing efforts to identify 
potential environmental concerns that may be associated with its proper- 
ties may lead to future environmental investigations, which may result 
in the identification of additional environmental costs and liabilities. 
The magnitude of such additional liabilities and the costs of complying 
with environmental laws and containing or remediating contamination 
cannot be reasonably estimated due to: 


(i) the lack of specific technical information available with respect 
to many sites; 


(ii) the absence of any government authority, third-party orders, or 
claims with respect to particular sites; 


(iii) the potential for new or changed laws and regulations and for 
development of new remediation technologies and uncertainty 
regarding the timing of the work with respect to particular sites; 


(iv) the ability to recover costs from any third parties with respect to 
particular sites; and 


therefore, the likelihood of any such costs being incurred or whether 
such costs would be material to the Company cannot be determined at 
this time. There can thus be no assurance that material liabilities or 
costs related to environmental matters will not be incurred in the future 
or that the Company's liquidity will not be adversely impacted by such 
environmental liabilities or costs. Although the effect on operating results 
and liquidity cannot be reasonably estimated, management believes, 
based on current information, that environmental matters will not 

have a material adverse effect on the Company's financial condition or 
competitive position. Costs related to any future remediation will be 
accrued in the year in which they become known. 
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As at December 31, 1999, the Company had aggregate accruals 
for environmental costs of $96 million ($65 million as at December 31, 
1998). During the year, $16 million was applied to the provision for 
environmental costs compared to $11 million in 1998 and $11 million 
in 1997. In addition, related environmental capital expenditures were 
$11 million in 1999, $13 million in 1998 and $13 million in 1997. The 
Company also expects to incur capital expenditures relating to envi- 
ronmental matters of approximately $15 million in 2000, $13 million 
in 2001 and $10 million in 2002. The Company has not included any 
reduction in costs for anticipated recovery from insurance. 


2 2 Financial instruments 


A. Risk management 

The Company has limited involvement with derivative financial instru- 
ments in the management of its fuel, interest rate and foreign currency 
exposures, and does not use them for trading purposes. 


(i) Credit risk 

The Company is exposed to credit risk in the event of non-performance 
by counterparties to its derivative financial instruments but does not 
expect such non-performance as counterparties are of high credit quality. 
Collateral or other security to support financial instruments subject to 
credit risk is usually not obtained; however, the credit standing of coun- 
terparties is regularly monitored. The total risk associated with the 
Company's counterparties was immaterial at December 31, 1999. The 
Company believes there are no significant concentrations of credit risk. 


(ii) Interest rates 
The Company uses derivative financial instruments from time to time to 
hedge the exposure to interest rate fluctuations on anticipated transactions. 
In 1998, the Company hedged a portion of its exposure to interest 
rate risk on the issuance of U.S.$925 million of long-term debt associated 
with the IC acquisition by means of forward contracts and options. The 
hedging cost has been deferred and is being amortized over the term of 
the respective debt issues. 


(iii) Foreign currency 

Although the Company conducts a majority of its business and receives 
revenues primarily in Canadian dollars, a significant portion of its busi- 
ness is conducted and revenues are denominated in U.S. dollars. Thus, 
the Company's results are affected by fluctuations in the exchange rate 
between these currencies. Changes in the exchange rate between the 
Canadian dollar and other currencies (including the U.S. dollar) make 
the goods transported by the Company more or less competitive in the 
world marketplace and thereby affect the Company’s revenues. 

The Company has entered into a forward exchange contract (cur- 
rency swap) with respect to its 15-year Swiss franc bonds. This forward 
exchange contract acts as a hedge to effectively fix the amount of 
Canadian dollars required over the term of the debt to make all neces- 
sary payments in the foreign currency of issue. The Company has not 
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incurred any significant net gains or losses in respect of this transaction. 
Losses due to non-performance by the counterparty to its foreign cur- 
rency swap are not anticipated. 

In 1998, the Company designated all of its U.S. dollar denominated 
long-term debt as a foreign exchange hedge of its net investment in 
IC. As a result, unrealized foreign exchange gains and losses, from the 
date of designation, on the translation of the Company’s U.S. dollar 
denominated debt are included in Currency translation, along with the 
unrealized foreign exchange gains and losses on the translation of the 
Company's net investment in IC, which forms part of Shareholders’ equity. 


(iv) Fuel 

The Company has a hedging program in place to mitigate the effects 
of fuel price changes on its operating margins and overall profitability. 
The Company has entered into various swaps and collar agreements to 
mitigate the risk of fuel price volatility. The Company also monitors 

its hedging positions and the credit ratings of its counterparties and 
does not anticipate losses due to counterparty non-performance. At 
December 31, 1999, the Company had hedged approximately 27% of 
the estimated 2000 fuel consumption. Unrecognized gains (losses) 
from the Company's fuel hedging activities amounted to approximately 
$9 million and $(8) million at December 31, 1999 and 1998, respectively. 


B. Fair value of financial instruments 

Generally accepted accounting principles define the fair value of a 
financial instrument as the amount at which the instrument could be 
exchanged in a current transaction between willing parties. The Company 
uses the following methods and assumptions to estimate the fair value 
of each class of financial instruments for which the carrying amounts 

are included in the Consolidated Balance Sheet under the following 
indicated captions: 


(i) Cash and cash equivalents, Accounts receivable, Accounts payable 
and accrued charges, and Other current liabilities: 

The carrying amounts approximate fair value because of the short 
maturity of these instruments. 


(ii) Other assets and deferred charges: 

Investments: The Company has various debt and equity investments for 
which the carrying value approximates the fair value, with the exception 
of an investment for which the fair value was estimated based on CN’'s 
proportionate share of its accumulated earnings. 


(iii) Long-term debt: 

The fair value of the Company's long-term debt is estimated based on 
the quoted market prices for the same or similar debt instruments, as 
well as discounted cash flows using current interest rates for debt with 
similar terms, company rating, and remaining maturity. 


(iv) Convertible preferred securities: 
The fair value of the Company's convertible preferred securities is esti- 
mated based on the quoted market price. 
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The following table presents the carrying amounts and estimated 
fair values of the Company's financial instruments as at December 31, 
1999 and 1998 for which the carrying values are not disclosed on 
the Consolidated Balance Sheet or for which the carrying amounts are 
different from the fair values: 


In millions December 31, 1999 December 31, 1998 


Carrying Fair Carrying Fair 
amount value amount value 
Financial assets 
Investments=, ws: usec ce cents Sees $ 42 $51 S54 
Financial liabilities 
Long-term debt 
(including current portion)......... $4,233 $4,106 $4,143 $4,242 
Other 
Convertible preferred securities....... $ 327 $ 281 Sites Saar 


23 Reconciliation of Canadian and United States generally 
accepted accounting principles 


The consolidated financial statements of Canadian National Railway 
Company are expressed in Canadian dollars and are prepared in 
accordance with Canadian generally accepted accounting principles 
(Canadian GAAP), which conform, in all material respects, with those 
generally accepted in the United States, except as described below: 


A. Reconciliation of net income 
The application of U.S. GAAP would have the following effects on the net 
income as reported: 


In millions Year ended December 37, 1999 1998 1997 
Income from continuing operations — 

Canadian! GAAP aie ch te doen au cis cana nenrmer ates $602 $109 $ 421 
Adjustments in respect of: 

Property capitalization, net of depreciation.......... 253 181 139 

Compensation expense related to 

stock-based compensation .............:..eeee ees (7) (13) (17) 

Interest on convertible preferred securities .......... (9) ~ - 

Equity, inveamingsotlGs femnmak atest sak casanhne - 19 - 

Foreignsexchange ideascnriunseanaaeeticare swat comets - (15) (43) 

Pension and post-retirement benefit costs .......... - 11 9 

INCOME :TANEXPENSE Za crcve ann cinsol asc aasea hema (93) (68) (40) 
Income from continuing operations — U.S. GAAP ....... 746 224 469 
Discontinued: Operations s.j5.c-ceiuesctancaaniecerasas/as aces a - (18) 
Cumulative effect of changes in accounting policy ..... 5 42 589 
Netincome =U) SAGAAP rncctes jects wenn nsession san ns $751 $266 $1,040 


(i) Property capitalization 

Under Canadian GAAP, the Company capitalizes only the material com- 
ponent of track replacement costs, whereas effective January 1, 1997, 
under U.S. GAAP the labor, material and related overheads are capital- 
ized. Furthermore, effective January 1, 1999, the Company capitalized 
under U.S. GAAP all major expenditures for work that extends the useful 
life and/or improves the functionality of bridges and other structures 
and freight cars. U.S. GAAP requires that the cumulative capitalization 
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23 Reconciliation of Canadian and United States generally 
accepted accounting principles (continued) 


adjustment, including special charges (net of applicable income taxes), 
be reflected in net income in the year in which the policy is adopted 
($62 million in 1999 and $589 million in 1997). 


(ii) Stock-based compensation 

U.S. GAAP requires the measurement and recognition of compensation 
expense related to certain stock-based compensation. The Company 
has accounted for stock-based compensation for U.S. GAAP purposes in 
accordance with APB 25, “Accounting for Stock Issued to Employees.” 
The difference between compensation expense measured in accordance 
with APB 25 and the amount which would have been recognized under 
Statement of Financial Accounting Standards (FAS) 123, “Accounting for 
Stock-based Compensation," is not significant. There are no similar 
requirements under Canadian GAAP. 


(iii) Convertible preferred securities 

The convertible preferred securities are treated as equity under Canadian 
GAAP, whereas under U.S. GAAP, they are treated as debt. Consequently, 
the interest on the convertible preferred securities is treated as a divi- 
dend for Canadian GAAP but as interest expense for U.S. GAAP. 


(iv) Equity in earnings of Illinois Central Corporation 

Under Canadian GAAP, the Company capitalizes the material component 
of track replacement costs, whereas IC, under U.S. GAAP, capitalizes 

the labor, material and related overheads. 


(v) Foreign exchange 

U.S. GAAP requires immediate recognition in income of unrealized for- 
eign currency exchange gains and losses on long-term monetary items 
with a fixed or ascertainable life, whereas Canadian accounting princi- 
ples require that these unrealized gains and losses be deferred and 
amortized. In addition, under U.S. GAAP, future revenue streams from 
operations do not qualify as a hedge of long-term debt denominated 
in U.S. dollars. 


(vi) Change in accounting policy — Pensions and post-retirement 
benefits other than pensions 

In 1999, the Company adopted the CICA recommendations related to 
the accounting for employee future benefits, essentially to harmonize 
Canadian GAAP with U.S. GAAP. 

Prior to 1999, the Company measured its pension benefit and post- 
retirement benefit obligations, for Canadian GAAP purposes, using a dis- 
count rate based on management's best estimate of the long-term rate 
of return on the pension fund assets. Under U.S. GAAP, the discount rate 
to be used should reflect the rate at which the pension benefits and 
post-retirement benefit costs can be effectively settled at the date of the 
financial statements. The difference in discount rates impacted annual 
pension expense and post-retirement benefit costs prior to 1999. 
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In 1999, the Company changed its method of accounting for employee 
injury costs to reflect all elements of such costs (including compensation, 
health care and administration costs) based on actuarially developed 
estimates of the ultimate cost associated with employee injuries. U.S. 


- GAAP requires that the cumulative adjustment, net of applicable income 


taxes, be reflected in net income in the year in which the policy is 
adopted ($57 million). 

In addition, effective January 1, 1998, the Company changed its 
accounting policy for pension costs and adopted the corridor approach 
to account for experience gains and losses, as described in FAS 87, 
“Employers’ Accounting for Pensions,” and FAS 106, “Employers’ Accounting 
for Post-retirement Benefits Other than Pensions,” thereby conforming 
the Company's accounting practices with industry practice. Accordingly, 
experience gains and losses within the specified corridor were not amor- 
tized in 1998. U.S. GAAP requires that the cumulative effect of a change 
in accounting policy (net of applicable income taxes) be reflected in net 
income in the year in which the policy is adopted ($42 million). 


B. Earnings per share 
In 1997, the Company retroactively adopted FAS 128, “Earnings per 
Share,” for computing and presenting earnings per share. 


(i) Basic earnings per share 


Year ended December 31, 1999 1998 1997 


Income from continuing operations — 
US, GAAP itso otaatemmesepinis ca tace absnne ce eittcnan $1.22 


Discontinuedoperations .viwinans. cae ascaeaoaenns maces = = 


$ 2.75 
(0.11) 


Cumulative effect of changes 
In ACCOUNTING POllGWc v.actieme dann eee eet 0.03 0.23 3.47 


Netincome=U'S | GAAP An Se 5 a. ee neater eae $3.81 $1.45 $6.11 
Weighted-average number of 

common shares outstanding 

(inymillions) =WSiGAAP 2s. cratasaalscemaaclamae task 197.3 183.1 170.1 


(ii) Diluted earnings per share 

U.S. GAAP requires the use of the treasury stock method for common 
stock equivalents to compute the weighted-average number of common 
shares outstanding for the period. The use of the treasury stock method 
has been considered in the diluted earnings per share figures as computed 
under U.S. GAAP. 


Year ended December 31, 1999 1998 1997 


Income from continuing 
operations—U:S. GAARSoe,dsecnansedetacuknaseebewne $1.21 


DiscontinuedioperationSs., eeccase. stolen saeeeetiomaet - - 


$ 2.72 
(0.11) 


Cumulative effect of changes 
INACCOUNLING/DONIGY >. nasmacrsvmeceweenian cnet ime see 0.03 0.23 3.42 


Net income U:S GAAP enc cscocanoun a anieros apnea $3.74 $1.44 $ 6.03 
Weighted-average number of 

common shares outstanding 

(in: millions) —US.'GAAP ean. bccahn de> cndacatece es 202.5 184.8 172.4 
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(iii) Pro forma earnings per share 
The following earnings per share figures assume that all accounting 
policy changes were applied retroactively. 


In millions, 


except per share data Year ended December 31, 1999 1998 1997 
Income from continuing operations—U.S. GAAP ....... $ 746 $214 $ 484 
Basic earnings per Share.............ccceeeeee een een $3.78 $1.17 $2.85 
Diluted earnings per share.............0ceceseeeeees $3.71 $1.16 $2.81 
Net.income+U:S..\GAAP. Gn. eich Sostsints creep ae ortysors $ 746 $ 214 $ 466 
Basic earnings per Share.............sceeeeeeeeeeees $3.78 $1.17 $2.74 
Diluted earnings per share............ceeeeeeeeeee es $3.71 $1.16 $2.70 


(iv) Earnings per share (excluding special charge) 
Earnings per share excluding special charge as disclosed in Note 20 
would not be presented under U.S. GAAP. 


C. Reconciliation of significant balance sheet items 


(i) Employee share purchase loans 

Amounts receivable under employee share purchase loans are included 
in Other current assets and Other assets and deferred charges for 
Canadian GAAP purposes. For U.S. GAAP purposes, these amounts would 
be classified as a reduction of Shareholders’ equity. 


(ii) Joint ventures 

Interests in joint ventures are accounted for using the proportionate con- 
solidation method for Canadian GAAP. Under U.S. GAAP, joint ventures 
are accoynted for using the equity method. 


(iii) Shareholders’ equity 

As permitted under Canadian GAAP, the Company eliminated its accumu- 
lated deficit of $811 million as of June 30, 1995 through a reduction of 
the capital stock in the amount of $1,300 million, and created a contributed 
surplus of $489 million. Such a reorganization within Shareholders’ 
equity is not permitted under U.S. GAAP. 

Under Canadian GAAP, the dividend in kind declared in 1995 (with 
respect to land transfers) and other capital transactions were deducted 
from Contributed surplus. For U.S. GAAP purposes, these amounts would 
have been deducted from Retained earnings. 

Under Canadian GAAP, costs related to the sale of shares have 
been deducted from Contributed surplus. For U.S. GAAP purposes, these 
amounts would have been deducted from Capital stock. 

For Canadian and U.S. GAAP purposes, the Company designated all 
of its U.S. dollar denominated long-term debt as a foreign exchange 
hedge of its net investment in IC. Under Canadian GAAP, the resulting 
net unrealized foreign exchange gain, from the date of designation, has 
been included in Currency translation. For U.S. GAAP purposes, the 
resulting net unrealized foreign exchange gain as well as a minimum 
pension liability adjustment would have been included as part of Other 
comprehensive income in the Consolidated Statement of Comprehensive 
Income and Accumulated other comprehensive income, a separate com- 
ponent of Shareholders’ equity, as required under FAS 130, “Reporting 
Comprehensive Income.” 
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(iv) Accounting changes 

In 1999, the Company adopted the CICA recommendations related to the 
accounting for employee future benefits. Specifically, the standard out- 
lines guidance for the accounting for pension, post-retirement and work- 
ers’ compensation costs. In accordance with the transitional provisions 
of the new standard, the Company has applied the recommendations 
retroactively but has not restated comparative periods. The cumulative 
effect of the adoption of the new standard of $17 million ($9 million after 
tax) has been reflected as an adjustment to opening retained earnings. 


(v) Convertible preferred securities 

The convertible preferred securities are treated as equity under Canadian 
GAAP, whereas under U.S. GAAP, they are treated as debt. Consequently, 
the costs related to the issuance of the convertible preferred securities 
are, for Canadian GAAP purposes, treated as an equity transaction 

and netted against the consideration received while under U.S. GAAP, 
the costs are reported as deferred charges and amortized over the 

term to maturity. 


(vi) The application of U.S. GAAP would have a significant effect on 
the following balance sheet items as reported: 


In millions December 31, 1999 1998 
Current assets— Canadian GAAP. .....00..cscecceneeeneeuneeneeens $ 1,527 $1,050 
Joint ventures and.other ccscnaahaom suk avenapendeansununonae’ (8) (7) 
Employee share purchase loans receivable ............-.20000: (2) (3) 
Deferred income taxis. ese Nwoaecctis Memwanu tne ae Ueeacae (2) (2) 
GUI CRTASS CIS OS GAAP wt rr we aiecittctereh sictorateiareicerrtalnneterete ner atta $ 1,515 $1,038 
Se broperties — CananlanGAAPhs sci agihaer, veracnnagdaas sence! $12,863 $5,442 
Property capitalization, net of depreciation and including 
cumulative effect of change in accounting policy .......... 1,775 1,380 
JOINT VENTUFES eo eines cecum aise Cat amen umerineaceetante (32) (34) 
OUCH N Satan siete enoge seinen Guemlon tebe el cclosbtmers Reman 14 15 
PropertieS =U: Ss GAAP Laos. nen catancaas lav ata nicby. trata to caewee $14,620 $6,803 
Investment in Illinois Central Corporation - Canadian GAAP..... $ - $3,802 
Property'capitalizations vanan.s.ct cen. cmon ayant aeizeni accent se - 19 
Investment in Illinois Central Corporation — U.S. GAAP........... $ - $3,821 
Other assets and deferred charges — Canadian GAAP............ $ 367 $ 290 
Unrealized exchange loss on long-term debt..............+.+ (79) (82) 
Jointventuires‘anid Otheradtis cet tachetacnctean ced ccat apenas (5) (4) 
Deferred pension asset, including cumulative effect 
of change in accounting policy ............cceceeeeeeee ene - 86 
DebtisSue costs ic. ujsiecits cotint aut ba soph sae serene seaan sane 12 ~ 
Other assets and deferred charges — U.S. GAAP .......... 60.000 $1295 $ 290 
Current liabilities — Canadian GAAP ..........0.0c0cceverenee eee $ 1,777 $1,392 


JOM venturesianmothenncccncchacceantne caer eaes catecen ae (13) (12) 
$ 1,764 $1,380 
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23 Reconciliation of Canadian and United States generally 


accepted accounting principles (continued) 


In millions December 31, 1999 1998 
Deferred income tax (asset) liability - Canadian GAAP............- $2,253 $ (280) 
Property capitalization — cumulative effect of change 
IN-ACCOUNTING PONY acy neste ect decent nacad tela iets monte 533 471 
Joint ventures:and:Other cc cndrwe scree uclemutctinanet sas a ere (3) (2) 
Cumulative effect of prior years’ adjustment to income......... 99 40 
Income taxes on current year U.S. GAAP adjustments .......... 93 68 
Deferred pension asset — cumulative effect of change 
(Nea CCOURTING POLICY. cia micis,ckrsciacercs wicoema wabcemne stele tenets ee - 30 
Deferred income tax liability — U.S. GAAP .....: 0: .010eeceeeee evens $2,975 $ 327 
Other liabilities and deferred credits - Canadian GAAP............ $1,260 $1,172 
Stock-based:compensation sr.csieca ee semissais nae caleataelniucern cave 28 40 
Jointventuresiand othersacne.assoscem een tescen ces aes (1) (7) 
Other liabilities and deferred credits — U.S. GAAP..........+++++++ $1,287 $1,205 
Long-term debt — Canadian GAAP..........0cceceeuseenneeeneenees $3,961 $4,009 
Joint ventiinesss SA's ack cos os nae ab ecnaahustuatinay tetarseake (13) (14) 
Long=termdebt =U!Ss GAAP aasuaet siaanen acne eere een ae $3,948 $3,995 


Capital-stock= Canadian GAAP saa vida «elder onesie asian Ceucsa. 
Capital reorganiZation:<s.cesc voc te ossacendeh ass en eenenniermeat 
Employee share purchase loans receivable ................0006- 
Costs related to the sale of shares ............cseceeeeeeeeeeees 
Stock-based ‘compensation tx. scuuisnen hws ste vauceemarmnnstseny 


Gapital:Stock— UsSAGAAP ick pena ch vaca bee seater tea ten aus 


Convertible preferred securities — Canadian GAAP..........0...006 
DeDUNSSUG! COSTS asirccuc ano an av eermtitanttgs smaist mare Anaena coh 
Unrealized exchange gain on convertible preferred securities... . 


Convertible preferred securities 
(classified'as:debt) = U/SHGAAP rs csicone dvix oh east atacncnnacee 


Contributed surplus — Canadian GAAP ......... ccc eseeenseneennes 
Capitalireorganization: 5 ab orsmoccamactn er tcteloatumoeeete anne 
Dividend in kind with respect to land transfers................. 
Costs related to the sale of shares ..............0ceeceeeeeenee 
Other transactions and related income tax effect............... 


Gontnibuted:surplus=— US. GAAP: sctrmn elope yes cpanel 


Currency translation — Canadian GAAP...........s0eceeveeeeeneees 


Unrealized exchange gain on convertible preferred 
securities, net of applicable taxes .............0eceeeee eee ees 


Minimum pension liability adjustment..............000e0eeeee ee 


Accumulated other comprehensive income (loss) — U.S. GAAP.... . 
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$3,311 $2,873 
1,300 1,300 
(2) (3) 

(33) (33) 

21 4 
$4,597 $4,141 


$2327, 04S, = 
12 - 
(5) = 
$334 $=. = 


$ 190 $ 190 
(489) (489) 
248 248 
33 33 
18 18 
Re ee ee 
rade mabe ae: 
3 = 
- (1 
$<). Bh jecs 


In millions December 31, 1999 1998 
Retained earnings — Canadian GAAP ......0..ecseeeuveeeeeeeeeeees $1,687 $1,221 
Capital reorganizations: Sassmica./ccntaueon ener eaeemneuteee snes (811) (811) 
Dividend in kind with respect to land transfers...............0 (248) (248) 
Other transactions and related income tax effect............... (18) (18) 
Dividend on convertible preferred securities .............s000ee. 9 - 
Current year adjustments to net income.............ss0seeeeees 149 157 
Cumulative effect of prior years’ adjustments to income........ 754 597 
Employee future benefits — cumulative effect of 
change:in accounting | policy s-<o stm scaien en cereale s deetecley 9 - 
Retained earnings — U.S. GAAP ........0c0cccee cece ee ec ese enenens $1,531 $ 898 


D. Post-retirement benefits other than pensions 


In 1999, the Company adopted the CICA recommendations related to 
the accounting for employee future benefits, essentially to harmonize 
Canadian GAAP with U.S. GAAP as it relates to Post-retirement benefits 
other than pension costs. The Company has applied the recommenda- 


tions retroactively but has not restated comparative periods. In 1998, 


the disclosures required by FAS 132, “Employers’ Disclosures about 


Pensions and Other Post-retirement Benefits,” were as follows: 


(i) Change in benefit obligation 


In millions 


Year ended December 31, 


Benefit obligation at beginning of year .............c eee eee eee eee eee e eee eee teens 


SONVICE COS: Ay BE ac Le Siacak aie att oe Meatatelp ete ee tema once eee ect oee oraanee ca 4 
Interest: COSE ick asec oy mages tation ¢ Rains ammat ea ticle a tare rreeN Seal eee areas 11 
Foreign currency: changes iiacvic.sceneceeeutaam any vies sent cmeesmeereeeee ce ater 2 
Actulatial losses < een siiacaceaiiees ciate oterins Geeinch Rieti inte aeneineeres eee 30 
Benefits: paid icc cics Sect asta Panam unt e crater eh ae cater ener tamer oe eee (7) 
Benefifiobligation, at/end of yearsateke. cia aeameeen cn aeere aa eee $172 
(ii) Funded status 
In millions December 31, 1998 
Unfunded benefit obligation at end of year ............0cececccceeeeseeceesueess $172 
Unrecognized net-actuiartal! lossis:n.).~c: voce ameeeyoecees siete a ameneee re cnaat (22) 
Unrecognized prior senviceicost va.,1e:7 ssanacetne eoricemeee te nites ieee tae (5) 
Accrued benefit cost for post-retirement 

Dbenelitssothen thanipensionsianie. satane nao ee satan eee $145 
(iii) Components of net periodic benefit cost 
In millions Year ended December 31, 1998 1997 
SOIVICE COS borates tune tates nce some RRR Mee Ree $ 4 $ 3 
INtErESLCOSET tentoltaes amen smenins take. Maas Cece ee ee eee 11 7 
Amortization of prior service cOSt..........c.cccsssrssteseeerersvenens 1 1 
Recognized net actuarial (gain) loss ..............ececeseeeeseeueesees 1 (2) 
Net periodieeneniticOstsctoncmasee anne cote eek ce eek Ee $17 $9 
(iv) Weighted-average assumptions 

December 31, 1998 1997 

DISCOUNT ALG Si ch. al rare Meta Ones ah ame a Pe eg 6.00% 7.44% 
Rate of compensation increase ...........s.cccececeueseveceueuseseecs 4.25% 4.50% 
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E. Pension costs and obligation 

In 1999, the Company adopted the CICA recommendations related to 
the accounting for employee future benefits, essentially to harmonize 
Canadian GAAP with U.S. GAAP as it relates to pension costs and obliga- 
tion. The Company has applied the recommendations retroactively but 
has not restated comparative periods. In 1998, the disclosures required 
by FAS 132 were as follows: 


(i) Change in benefit obligation 


In millions Year ended December 31, 1998 
Benefit obligation at beginning of year .............cccece cece eens cnet ene enees $ 9,151 
AMHENOMEONTtS wcrc. namin Se enema dees entero emanion ne wpamas 212 
SRIMIGEICOSTs tite graven ten ca eeieng tec an metic Ne ematdoetast evant eels esha 81 
INtereSticOSt Cagussas awn atewcndteiaactie pina ume e a saanecicnmeiaieanter 629 
Plan:participantsy contri bUtlonScna-tex-uinantatas eae umee sekaeaieraaitrerns 76 
FOPeIGn ACUMEN Cy sch aN Ges a errsce catsressrantactenreiawcara saya minterats cast cleyae reste eitie seat ite che sen te 7 
Effectof'curtailmentsscat-nen eset a nemtso nce aataenetcane mata ate ates nes 23 
Actiiantal lOSS sane comnatnatmcls nye amiaianncniecreta tine Malet Sain de toting ately 1,006 
Benefit payments:and transtersiis.).nirosccuas Pecans smianitrie? nana a quivee cena as (645) 
Benefit abligation:at.end Of Year .vina.saccnecen ate sangetidee=d oMea ala nonaces $10,540 
(ii) Change in plan assets 
In millions Year ended December 31, 1998 
Fair value of plan assets at beginning of year............0eeeeee sence ener eres $ 9,984 
Actual ireturnion wlan :asSetSce cha aac nc ajar und <P erates contieeacieiclem ste wep atitanes 1,229 
Employer contributions incite eas ceiaaieele hiete ne pce aenee eRe ma ee ameee marquees 77 
Blan participants scontribUtlonS zack sasietce nese nencr ee eaten ee a Meseneaen 76 
FOFEIQNICHITENCY CHANGES on neiesunanes seb vianf Ree omar e aie aie ea 7 
Benefit payments:and tanSters Scones able saci eisle svn c oeje's rive ene oveils Mees (645) 
Fair value of plan assets at end Of Year ..........0ceceeeee ee ee eens ee en ene en es $10,728 
(iii) Funded status 
In millions December 31, 1998 
Excess of fair value of plan assets over 

benefitobligationjat end!of Vear.cccdahs cvnivssy eam bs cwcr eget ce cami evete $ 188 
Unrecognized netactuatial/qainin ices cc aecmetence torsos ctanemanmen aniceme ceases (372) 
Unrecognized net transition obligation...............ccecceeeseneeeeeeeeeeres 96 
Unrecognized PriOrsSeIVice\COSt ap cinrisc-csncm anc naweinnswbosa ance eainan tie 193 
Net amountyseCognized ss. ctavsck Gon steers Mayeretand donee awa eee ee oaa $ 105 
(iv) Amount recognized in the Consolidated Balance Sheet 
In millions December 31, 1998 
Prepardsbeneniticasty comcast caramvascn denims suadenamens nmaeeuh soaensehs Seale: 
ACerUed DENTE COSE: {acoso onent co taan enh maine meinen seiec Meliben meiernen soe (7) 
Additional: minimums lability’: csc us com, c1c eisai ce istersien me wttecs caret eiclaite xe'ojal (5) 
Intangiblevassetiee mrnge nese wooo te cenieea th heath mieor aa ceae tee meena seer 3 
Accumulated other comprehensive income.............scceeeeeveeeeeeeeeeeees 2 
Net amount recognized cure.. ccc trtny acters ec nwate ceca ceence cat eae cess $ 105 
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(v) Components of net periodic benefit cost 


In millions Year ended December 31, 1998 1997 
SQVVICE- COS patter cmmarita dere dacennaa tae Hecatans a ents aneiaecis taeianmes $ 81 Mey! 
Interest Gosteare 2h: nisaaiom acs cistostsndina on steasisnlehen haan aesacia dene ¢ 629 613 
Expected:return:on' plan assets vobio civ cbeewsehtrwbve laser cisncen elec (701) (657) 
Amortization of net transition obligation ...............cceeeeene ees 21 20 
Amortization of prior service COSt...........cceeseeeeneeeeneeeeeeeees 20 2 
Recognized) net actuiarialiloss.jc. sc. ecen ative casctel anbnuriseiner aie - 12 
Netipenodic benefit COSt.OR sca Ne cma uns ek uae Cavett ns mses $ 50 $ 41 
(vi) Weighted-average assumptions 
December 31, 1998 1997 

DISCOUNT Tate anu sack tanner smelter nae tnsisomunicemme ney mutes nents 6.00% 6.50% 
Rate of compensation increase ...........:.eeeeeceeee eee eneeeueeees 4.25% 4.50% 
Expected return on plan assets for 

Year ending December Shs y.rnastses san cowie asec ale a teeianisinisere 9.00% 8.25% 


As at December 31, 1998, one of the Company's pension plans 
had an accumulated benefit obligation ($114 million) in excess of the 
fair value of the plan assets ($102 million) which gives rise to additional 
minimum pension liability. The projected benefit obligation was 
$119 million at December 31, 1998. 


24 Illinois Central Railroad Company consolidated 
financial information 


The Company has fully and unconditionally guaranteed certain publicly 
issued debt of Illinois Central Railroad Company (ICRR). Consequently, 
the Company has not presented separate financial statements and 
other disclosures, other than those presented below, because manage- 
ment has determined that such information is not material to the 
holders of ICRR debt. 

Summary financial information for ICRR, on its historical cost 
basis, prepared in accordance with U.S. GAAP, for the years ended 
December 31, 1999, 1998 and 1997, and as at December 31, 1999 
and 1998, is presented below. 


Illinois Central Railroad Company 
Condensed Consolidated Statement of Income 


In millions of U.S.$ Year ended December 31, 1999 1998 1997 
REVENUES a.teiee stecteners cl. Oo tae eaassee ces mmnaleaa $670 $651 $623 
Operating expensesiis cas. cu- titan beech embinestden tate ts 529 444 395 
Operating incomes senciwswaine-masnineenk is notieneeny 141 207 228 
Oth erIncOMes. wemat ccs ae cama erase ee reece celta 6 13 6 
fntereastiexpensead emanceratemcetes' Maat twrausnaeesaie (48) (28) (28) 
Income before income taxes ...........cceeeeneeennee ees 99 192 206 
IncoMe/TaX-expeENnses sci wes cade teossen tars nsnaenGure na (37) (71) (70) 
INGE EINGOMIE' 5 oe ante teon Mates aie te inne aia aerde spt es $ 62 $121 $136 
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24 Illinois Central Railroad Company consolidated 
financial information (continued) 


Operating expenses for the years ended December 31, 1999 and 
1998 include a special charge for workforce reductions and compensa- 
tion payments related to the merger of U.S.$46 million and U.S.$28 mil- 
lion, respectively. 

The year ended December 31, 1999 also includes a charge of 
U.S.$25 million primarily related to litigation settlements and casualty 
claims. 


Illinois Central Railroad Company 
Condensed Consolidated Balance Sheet 


In millions of US$ December 31, 1999 1998 
Assets 

Current-assets ok, aaa. wast non deen ane ene eR Nin Ss) Seer $ 220 $ 218 
Non=current:assets. aarscSuacncs cactan pate cone iemoe nee Neekin 1735 1,667 
Total ASSOES Ae i ne cones ee ee EEL eens Rn a ee $1,955 $1,885 


Liabilities and stockholders’ equity 


Current liabilities: aie sFauvohccoan ce saeek ee anteater ee ee $ 282 $ 271 
Payable:to: affiliate i: ius aaumase mctaden bapemec tee mye eee arteenene: 578 = 
Long-term:deb€ 3 ianactinene closers ads Sic aegis ee mae eatin a 512 544 
Deferred:income! taxes: c.ca..cnieanast onus ont\o aatirantac eevee 337 334 
Other liabilities: and reservesi. i... :2 oi up tcis vamaeadouscek an aneenae 171 109 
Stockholders’ equity oi avc:catas anrctanini ale Ne Sawa siamucdhaciete eames nets 75 627 
Total liabilities and stockholders’ equity ..........0cceeeeee eee ens $1,955 $1,885 


25 Comparative figures 


Certain figures, previously reported for 1998 and 1997, have been 
reclassified to conform with the basis of presentation adopted in the 
current year. 
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General review 


Trustee 

Montreal Trust Company of Canada (Montreal Trust) is the Trustee of the 
Canadian National Railways Pension Trust Funds (CN Pension Trust Funds, 
or Funds). As Trustee, Montreal Trust performs certain duties which include 
holding legal title to the assets of the Funds and ensuring that Canadian 
National Railway Company (CN), as Administrator, complies with the pro- 
visions of the CN Pension Plan, the CN 1935 Pension Plan and the Pension 
Benefits Standards Act, 1985 and its Regulations. The checks and direct 
deposit statements in respect of these plans are issued in the name of 
Montreal Trust, Trustee of the CN Pension Trust Funds. 


Administration of the pension plans 

Overall accountability for the pension and benefit administration is the 
responsibility of CN. William M. Mercer Limitée, an employee benefits 
consulting firm, performs agreed-on pension and benefit administration 
services on behalf of CN. 


indexation agreement 

As a result of the indexation agreement negotiated with the railroad 
unions in 1989, and improvements to such agreement negotiated in 1992 
and 1998, approximately 42,200 retirees and surviving spouses received 
permanent pension increases in 1999. These increases amounted to 
0.72% on the first $2,250 of the basic CN monthly pension, with a guar- 
anteed minimum monthly pension increase of $9.00 for eligible retirees 
and $4.50 for eligible surviving spouses. 

Under this indexation agreement, effective January 1, 1989, 50% of 
the experience gains or losses related to pensioners are accounted for 
separately in the Escalation Account. These net experience gains are used 
exclusively to pay for indexation of pensions above the minimum up to 
the maximum annual amount. The maximum annual indexation for eligi- 
ble retirees and survivors is 60% of the increase in the Consumer Price 
Index (CPI) to a maximum increase in CPI of 6%, with an annual limit on 
the amount of pension which can be indexed. In 1999, the basic eligibil- 
ity requirements to qualify for indexation were to have been retired for 
five complete calendar years and to have reached age 60. 


Improvement accounts 

Effective January 1, 1998, the unions and the Company agreed to share 
the experience gains (losses) resulting from investment earnings related 
to active unionized members of the CN Pension Plan, based on the same 
concept as the indexation agreement. Under this agreement, annual cal- 
culations will determine the amounts of the experience gains (losses) 

to be credited (debited) to an account referred to as an Improvement 
Account, and the balance of such account, if positive, may be used to 
improve benefits of unionized active members or reduce their contribu- 
tions, as recommended by the Pension Committee and approved by 
CN’s Board of Directors. The Improvement Account concept was also 
extended to non-unionized members, and separate accounts were created 
for unionized and non-unionized members. 


As part of the agreement, CN allocated a starting balance of $45 mil- 
lion and $12 million to the unionized and non-unionized Improvement 
Accounts, respectively. 

The costs of the increased benefit formula to active members as of 
January 1, 1999, from 1.4%/2.0% to 1.5%/2.0%, applicable to service 
prior to January 1, 2000, were charged to the Improvement Accounts as 
of December 31, 1998. 


Annual pension statements 

As required by the Pension Benefits Standards Act, 1985 and to keep 
employees who are members updated annually on their personal 
entitlement, personalized pension statements were prepared as at 
December 31, 1998 and distributed by June 1999. 


Services to pensioners 

A. Direct deposit: 

The Direct Deposit System (DDS) is available to all retirees and survivors. 
Under this system, the monthly pension benefit is deposited directly into 
the individual's personal account. An itemized pension pay stub is sent 
to that individual initially, each January and whenever the gross or net 
amount changes. About 42,000 pensioners used this service in 1999. 


B. Toll-free help lines: 

Approximately 55,550 calls were handled in 1999 through the central 
toll-free help line (1-800-361-0739). Staff handling the toll-free telephone 
line have ready access to records and information required for quick, 
efficient and accurate responses to most callers’ needs, in both of 
Canada’s official languages. 
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The CN Pension Plan and the CN 1935 Pension Plan 


Trustee's report 


To the Administrator and the Members of the CN Pension Plan 
and the CN 1935 Pension Plan 


We, Montreal Trust Company of Canada, are the Trustee of the Canadian 
National Railways Pension Trust Funds (“CN Pension Trust Funds”). 

As Trustee, we have appointed KPMG LLP to examine the systems, 
procedures and internal controls used in respect to the custody, invest- 
ment and administration of the assets of the CN Pension Trust Funds, 
the administration of the CN Pension Plan, the CN 1935 Pension Plan 
(“1935 Plan”), and the performance of Canadian National Railway 
Company ("CN") as Administrator of the CN Pension Plan and the 
1935 Plan for the year ended December 31, 1999. 

Our examination included such tests and procedures as were con- 
sidered necessary in the circumstances taking into consideration the 
requirements of the Trust Deeds and our experience in the Canadian 
pension industry. 

In our opinion, based on the reasonable, but not absolute, degree of 
assurance obtained from the examination performed, the aforementioned 
systems, procedures and internal controls used by CN as Administrator, 
operated effectively during the year ended December 31, 1999, and 
complied with the objectives of the Pension Benefits Standards Act, 1985 
and its Regulations. 


. Mee eH — 


Montreal Trust Company of Canada 
Trustee of the Canadian National Railways 
Pension Trust Funds 


Montreal, January 25, 2000 
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Actuary’s report 


To the Board of Directors 
Canadian National Railways Pension Trust Funds 


We have conducted actuarial valuations for funding purposes as 
at December 31, 1998 for the CN Pension Plan and the CN 1935 
Pension Plan. 

As at December 31, 1998, these valuations revealed a consolidated 
actuarial liability of $8,963 million, a consolidated surplus of $4 mil- 
lion and required consolidated Company contributions representing 
$59 million in 1999. The next actuarial valuations will be conducted as 
at December 31, 2001, at the latest. 


In my opinion, for the purposes of the valuations, 


e the data on which these valuations were based were sufficient 
and reliable; 

e the assumptions are, in aggregate, appropriate; and 

e the methods employed in the valuations are appropriate. 


We have also conducted actuarial valuations for accounting purposes 
as at December 31, 1998 for the CN Pension Plan and the CN 1935 
Pension Plan. 

These valuations were made in accordance with the requirements 
of Section 3461 of the Handbook of the Canadian Institute of Chartered 
Accountants (CICA). They revealed a consolidated actuarial liability 
of $10,412 million. 

The difference between the results of the actuarial valuations 
conducted for funding purposes and those conducted for accounting 
purposes is mainly due to the CICA 3461 requirement to use an interest 
rate inherent in the amount at which the actuarial liability could be 
settled at the date of valuation. 

Both valuations have been prepared and, my opinions given, in 
accordance with accepted actuarial practice. 


frutlit db Mitt wt 


Bernard Morency 
Fellow of the Canadian Institute of Actuaries 
William M. Mercer Limitée 


Montreal, January 25, 2000 
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Auditors’ report 


To the Board of Directors of 
Canadian National Railway Company 


We have audited the consolidated statement of net assets of the CN 
Pension Plan and the CN 1935 Pension Plan as at December 31, 1999 
and the consolidated statement of changes in net assets for the year 
then ended. These financial statements are the responsibility of the 
Administrator. Our responsibility is to express an opinion on these 
financial statements based on our audit. 

We conducted our audit in accordance with Canadian generally 
accepted auditing standards. Those standards require that we plan and 
perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examin- 
ing, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by the Administrator, as 
well as evaluating the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, 
in all material respects, the net assets of the CN Pension Plan and the 
CN 1935 Pension Plan as at December 31, 1999 and the changes in 
their net assets for the year then ended in accordance with Canadian 
generally accepted accounting principles. 


KPHE iP 


KPMG LLP 
Chartered Accountants 


Montreal, Canada 
January 25, 2000 
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Consolidated Statement of Net Assets at Market Value 


In millions As at December 31, 1999 1998 
Boris 0: s esstutngs dace eattsaiane cbipeneicane aii guts Sie Meta ea </enae NAB C SIE ele Re aR ASP eR $ 2,969 $ 4,212 
Mortgage .:..3 .is.ciessciecmiets sie eierecs Fosthe Hugiia ele alesere eRe cpotetases hetates et tidal tpeweiatooe erated rea Sees RNa Tee fore Ta aT ot eee a 264 209 
Real estate: soo. ciiesa ve Bi onde lees vel giaitoe bona aha u wiene atstO/SIe cts seMLNG oP lat Osi late ols eS (ashes PRI a he Sy an ee 322 448 
Oil ANA GAS... ss oiessaie wet ewe pre pipe meget eucnte rleta'dy nb ayo ay pele tale monte oe Oe and ate Eran RREaRER ance eae een ea 241 204 
EQuITIOS. 5... itcice «chives state's ecm nye die a aba y erasuoks ais vis a mig ease ctateiy asSyanmie eUD eT ets vader tm Loree lete¥s eke ee elSNS a Te hse Psravete ae iat este a eRer aT ie etree are 7,639 5,459 
Cash and ’short-terir investments ae ..cuw dhe) sete slvta ie ety nie ons Tienes dle tan UA wie ANE Orc Dents ee ene rt ra 207 61 
11,642 10,593 

Receivable from Canadian National: Railway ‘COMPany Meir. issceek gies cin an, meee winless lene teats toe ele toe erecta ae 5 5 
Net other assets... sesis decsiesns bale eu te brcctmarharsiohpntrae coe meibahatea ean ste ori as die cA ag ene Et eet ee 17 18 
$11,664 $10,616 


On behalf of the Board: 


David G.A. McLean Paul M. Tellier 
Director Director 


See accompanying notes to consolidated financial statements. 
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Consolidated Statement of Changes in Net Assets at Market Value 


In millions Year ended December 31, 1999 1998 
Netassets.at market valite -DeQHining (OF Year erica e outs ayes vise iesasees nus Margene ade yea Roden been ar vee Es kc ote Satis te oe $10,616 $ 9,874 
Investment income 
BO) yy Spee te RR) are aes bes EAR Ag ST a GMa Ss ey RRM IRC eth i APOE dR SUR Va Se 225 246 
WY Kol ga Fe La f S\ahen IN eh eee at at on ey tig ame EO A eres tr Bee eT Ry ANT: oa Ue cE 17 14 
Realestate srsaernter ttc senate ara ane Meare He occa ca STR BG aie are ERIE re cE RC a oto aE tate tere chats E 9 9 
Oilfandigaseaerascceeeeaee ce ene eee Ati eee caniemek ec aaattcer conlasnEe aceon Nase etait ar cnet 21 15 
EQUITIOS esac Sopris tie eae RD ree ean UNC MA GR Sr LE cA Treat wtorh diet Unc, «Reina t's vides AD LONMUda Rea via ens 65 67 
SOTEETERMMIMVESTITIONES se erates once ame ee irre hate pane TNO pM OL a le Sg las Sa ek rev Sens acarahe a whereas ora alee 6 13 
343 364 
less administraliVelexpenseSen:wantee memset racial eeermeaun mecca siete dima me maniacs sapeeee eee ates (13) (11) 
Investment income before gains (losses) on sales of investMents .......... 2... cece eceeeee eee e eee sees eeneeeeeeeeee eee enens 330 353 
Gainsi(LOSSES)FOMESALES Oh MVESEMMENIES sete ssa tata lectin niet crentere ne tourette cacteocnilsioc ane ah try aumunes sree mh nepackan agate neers nila ticle (44) 407 
TOCAINMVESTM CHEN CONIC anc re eer eet ee ee oR Se TLS a ata tee Uae ak Occ wind Oman Reales 286 760 
Unrealized: Appreciation ValUCOF MIVESTINCTNS 7 sarced «hye s dae cas Fin La eRe neler NRW Ub Moncada talsnibenkinad dvmnddlsler ee 1,276 463 
Contributions 
Ein PlOVeeSwetecme team trrrmctanrnics ch Mer iat erect ese eraagater cles ormietes Mussyete Mave aed vig vigcetenra aiaasaypi dake Siele ‘a ay vorainiliginicrnieie'ale d wrelewatv es 73 76 
COMPANY cece sya creiiteecce seeisersictere wetenetviale sie Aatmecte te etait etek tesco Eere sicis anata winias am difieccyeta cig wish close Biahh'e wenwetalsleineern ddenrerecousionece n 59 77 
TOLAISCONELIDUTIONS cee ese AT asda aa oleae Pee tee Aaa 132 153 


Disbursements for members 


PENSION DENEEES Pal icra ee set wae enbee cus fetta alerample Syetiemane nes hee vada We dan pays bps suc «gunuy Pun bees apn ebiuede gees (591) (568) 
RETUTAS retire toe ee Peon See ne rr MRT ororeTENR Re RNIN Ric neta aia cla lace ore kerbeartsooce Siatoie agale the ual oan otanmaee (52) (58) 
FOtaIAISDUSEMONES: TOLINCINDETS he eee or ea en tenets we a Te ices Tee ea The an moe aes BEE eae seals (643) (626) 
TALIS LOIS OR ee RCT ee eee ee Mare Te mee TUR acne ois gin ca inp ple crarnaBAavois dev ciaince dagmhas vars coupes (3) (8) 
Nekincrease earn emer on ke aaa Pere Se Cor aay ROO OS aed SS ce EA acc gen oe 1,048 742 
NEHOSSEIS AL FAIRER VAILIG CNGIOk VERN ta tet ne tee ates co ema, pce aie etn cl oes os bagnsb Os Ba cass wd ville aa AR aia a $11,664 $10,616 


See accompanying notes to consolidated financial statements. 
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Notes to Consolidated Financial Statements 


1 Description of plans 


These consolidated financial statements cover two pension plans, the CN 
Pension Plan and the CN 1935 Pension Plan (CN Plans), and include the 
accounts of the Canadian National Railways Pension Trust Funds and its 
wholly owned companies. All references in these financial statements to 
the “Company” refer to Canadian National Railway Company, which is 
the Administrator of the CN Plans. The CN 1935 Pension Plan is for a 
closed group of members and represents less than 1% of the pension 
obligation of the plans. Therefore, the following is a summarized descrip- 
tion of the CN Pension Plan only. Please refer to the rules of the CN 
Pension Plan for additional information. 


A. General 

The CN Pension Plan (Plan) is a contributory defined benefit pension plan 
generally applicable for new employees from the first day of employ- 
ment. Under this Plan, employees contribute between 5.48% and 5.88% 
of earnings up to the Year's Maximum Pensionable Earnings (YMPE) 
under the Canada or Quebec Pension Plan and between 6.98% and 
7.38% of earnings in excess of the YMPE up to a maximum of $6,076 in 
1999. Participants are not required to make contributions after 35 years 
of pensionable service. Company contributions are determined on the 
basis of actuarial valuations done at least on a triennial basis in accor- 
dance with the requirements of the Pension Benefits Standards Act, 1985 
and Regulations thereunder. 


B. Pensions 

Pensions are based on the employee’s average pensionable earnings for 
the best five consecutive calendar years or the last 60 months of employ- 
ment at the rate of 2% for each year of pensionable service prior to 
January 1, 1966, 1.5% for each year of pensionable service thereafter up 
to the average YMPE over the last 60 months, and 2% of the excess of 
such average pensionable earnings over the average YMPE. The maxi- 
mum annual pension payable is $1,715 multiplied by the pensionable 
service of the member. Pensionable service is limited to 35 years. 


C. Retirement age 

The normal retirement age is 65. However, employees with 85 points 
(age plus pensionable service) and the Company's consent are entitled 
to an early retirement pension without reduction as long as they are at 
least 55 years of age. Furthermore, employees with less than 85 points 
can retire anytime from age 55 with a reduction in their pension of 0.5% 
for each month (6% per year) between their date of retirement and their 
65th birthday. 


D. Disability pensions 

A member with 10 years of pensionable service who is either declared 
unfit to perform his/her usual employment with the Company due to a 
permanent disability which occurred prior to 1992, or is declared totally 
and permanently disabled due to a disability which occurred after 1991, 
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may apply for an immediate unreduced pension. Any declarations in 
respect of a member's disability are the responsibility of CN’s Chief 
Medical Officer. 


E. Pre-retirement survivors’ pensions and death refunds 

A survivor's pension is payable to the eligible spouse of a member who 
had a minimum of two years of plan membership upon his/her death. 
Otherwise, a death refund is payable to the spouse, or if there is no 
spouse, to the estate of the member. 


F. Post-retirement survivors’ pensions and estate settlements 
Upon the death of a retiree who had an eligible spouse at retirement, 
either 55% or 60% of the basic pension of the retiree is payable to that 
spouse during his/her lifetime depending on the option elected at retire- 
ment. The survivor pension is guaranteed for the first 10 years after 
retirement. If the retiree and the surviving spouse, if any, die in the first 
10 years after retirement, the survivor pension will be payable to the 
estate of the retiree until the 10-year period is over. 


G. Termination benefits 

Upon termination of service, a member is entitled to either his/her contri- 
butions with interest or to the value of his/her benefits accrued under 
the Plan or to a deferred pension or a combination of the above, depend- 
ing on his/her age, pensionable service and years of membership at ter- 
mination. 


H. Income taxes 

The Plan is registered under the Income Tax Act and Regulations. Con- 
tributions to the Plan are tax deductible, and investment income of 
the Canadian National Railways Pension Trust Funds is not taxable in 
Canada. Investment income from some foreign countries is subject 

to withholding taxes which are either fully or partially recovered. 


2 Summary of significant accounting policies 


A. Basis of presentation 
These consolidated financial statements are prepared on a market value 
basis in accordance with generally accepted accounting principles in 
Canada for pension plans, which require management to make estimates 
and assumptions that affect the reported amounts at the date of the 
financial statements. Actual results could differ from these estimates. 
These statements present the aggregate financial position of the CN 
Plans as a separate financial reporting entity, independent of the sponsor 
and plan members, and are prepared to assist plan members and others 
in reviewing the activities of the CN Plans for the year, but they do not 
portray the funding requirements of the Plans or the benefit security of 
individual members. 

Certain of the figures reported for 1998 have been reclassified to 
conform with the basis of presentation adopted for the current year. 


Notes to Consolidated Financial Statements 


B. Valuation of net assets 

Market value is determined using publicly quoted prices where available. 
When such prices are not available, market values are estimated on the 
basis of: the present value of estimated future net cash flows, the market 
value of comparable assets, or the breakup value of underlying assets. 


Valuation of net assets by category is as follows: 
(i) Bonds are valued using the closing market bid as at December 31. 


(ii) Mortgages are valued using current market yields of financial 
instruments of similar maturity and at appropriate spreads from 
instruments of comparable quality. 


(iii) Real estate consists of land, buildings and equities. Land is valued 
using the market value of comparable assets, and buildings are val- 
ued using the present value of estimated future net cash flows and 
the market value of comparable assets. Independent valuations of 
land and buildings are performed triennially. Equities are valued 
using closing market quotations as at December 31. 


(iv) Oil and gas reserves are valued using the present value of estimated 
future net cash flows, which are based on projected production, 
prices and costs. Land is valued using the market value of compara- 
ble assets. Trust units are valued using the closing market price as 
at December 31. ; 


(v) Equities are valued using the closing market price as at December 31. 


(vi) Short-term investments and other assets are valued at cost, which 
approximates market value. 


(vii) Listed derivative financial instruments are valued using the market 
settlement price as at December 31. Unlisted derivative financial 
instruments are valued using the present value of future net cash 
flows determined by using closing market levels and interest rates 
for instruments of similar maturity and credit risk. 


C. Income recognition 

Dividends are accrued on the ex-dividend date; income from other invest- 
ments is accrued as earned. Gains or losses on sales of investments are 
recognized on the dates of sales and are calculated on the basis of the 
average cost of the assets. 


D. Foreign exchange 

Investments denominated in foreign currencies are translated using 
current rates as at December 31 or at the forward foreign exchange 
contract rates for investments that are hedged. Foreign dividends and 
interest income are translated at the rates prevailing when accrued. 


E. Change in market value 

The change in market value has been segregated in the Consolidated 
Statement of Changes in Net Assets at Market Value between gains or 
losses on the sales of investments during the year and the unrealized 
appreciation in the value of investments, which is the balance of the 
change in market value of investments for the year. 


F. Contributions 

Contributions from employees are recorded in the period in which the 
Company makes payroll deductions. The contributions from the Company, 
as determined by the latest actuarial valuations, are recorded using the 
accrual method. 


G. Transfers 
Transfers to/from other funds are accounted for in the period in which 
the value of the transfers can be reasonably estimated. 


3 Investments 


All investments are securities, assets or financial instruments where the 
Plans’ original intention is to hold to maturity or until market conditions 
render alternative investments more attractive. Significant terms and 
conditions of investments as at December 31 are as follows: 

Bonds, 80% (75% in 1998) of which are issued or guaranteed by 
Canadian or U.S. governments, 8% (16% in 1998) by corporations, and 
12% (9% in 1998) by supranational agencies, have a market weighted- 
average coupon of 6.7% (7.9% in 1998). Maximum term is 30 years 
(31 years in 1998) with an average term of 7.6 years (12.9 years in 1998). 

Mortgages, secured by real estate, have a market weighted-average 
coupon of 7.9% (7.9% in 1998). Maximum term is 25 years (24 years in 
1998), with an average term of 8.8 years (9.0 years in 1998). 

Equities are diversified by issuer, industry and by country. Canadian 
domiciled companies represent 43% (37% in 1998) of the equity port- 
folio, and allocations to individual issuers or industry sectors are limited 
to 6.7% and 26.2% (2.7% and 13.7% in 1998), respectively. 

Short-term investments, primarily securities issued by the Govern- 
ment of Canada and Canadian chartered banks, have an average term 
of 20 days (5 days in 1998) and an average yield of 4.7% (5.0% in 1998). 

Derivatives are financial instruments whose value is derived from 
interest rates, foreign exchange rates, equity or commodity prices. 
Derivatives include forwards, futures, swaps and options. 

From time to time, the CN Plans use derivatives for asset mix man- 
agement purposes or to hedge the exposure to foreign currency, interest 
rate or market risks of the portfolio or anticipated transactions. 
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Notes to Consolidated Financial Statements 


3 Investments (continued) 


Notional amounts of derivative contracts by risk category affected 
were as follows: 


In millions As at December 31, 1999 1998 
Foreign. CULTENCYs secg cticac. Gee eawbe net areas mise aeta ce Senchee erates $1,734 $1,189 
Interest: rate iiss ..ic situate teense et aneee ate temic orator rosea ae 999 445 
Equity sand (COmMMOGItY a stare ear sis ita atl aaecr a toe teats 14 = 


The weighted-average term of the above contracts was 78 days 
(47 days in 1998). The value of derivative instruments is $6.9 million 
($9 million in 1998) and is included in the values of bonds and equities, 
which are the asset classes affected. 

The interest rate derivative contracts extend the average duration 
of the bond portfolio by 2.3 years to 6.9 years (7.4 years in 1998). 


4 Credit risk 


Credit risk arises from the potential for an investee to fail or a counter- 
party to default on its contractual obligations to the Plans. 

In accordance with formally established policies, the Plans manage 
credit risk by dealing with counterparties considered to be of high credit 
quality, utilizing an internal credit limit monitoring process as well 
as credit mitigation techniques such as master netting and collateral 
agreements. 

At year-end, the Plans’ most significant concentration of credit 
risk was with the Government of Canada, which issued or guaranteed 
$1,508 million ($2,312 million in 1998) of securities held by the Plans. 
Excluding the above, the remainder of assets are diversified with no other 
issuer accounting for more than 4.4% (2.4% in 1998) of total net assets. 

The credit risk of derivative instruments is limited to the cost of 
replacing, at current market value, all contracts which have a positive 
value. The following table shows the credit risk of all derivative instru- 
ments outstanding at year-end. 


Credit risk — Derivative instruments 


In millions As at December 31, 1999 1998 
Maximum exposure si). <.4c Sitecnsveaaie sao tame manch armies wnat $16 $10 
Less effect of master netting 

and ‘collateral:agreements.s5. Ss. cess nen eweeisencis nstenecemones (2) (1) 
Net credit fisktsastscs.musccssetiactuatenaee cae oe armenian ee eane me $14 $9 
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5 Funding policy 


In respect of the CN Plans, the contributions by the Company are deter- 
mined in accordance with the requirements of the Pension Benefits 
Standards Act, 1985 and Regulations thereunder and are based on the 
projected unit credit actuarial cost method, with projection of salaries 
where future salary changes affect the amount of the projected benefits. 
In the case of the CN 1935 Pension Plan, the Company makes money 
purchase contributions in accordance with the rules of the plan. 

The latest actuarial valuations of the CN Plans were prepared by 
William M. Mercer Limitée as at December 31, 1998 and were submitted 
to the Superintendent of Financial Institutions and to Revenue Canada. 
In these actuarial valuations, the principal assumptions adopted by the 
Plans’ actuary are: members’ mortality, disability, retirement, termination 
of employment, merit and periodic increases in earnings, as well as a 
long-term rate of return of 7.5% per annum on investments. Future 
increases in members’ earnings have been projected using economic 
assumptions consistent with this long-term rate of return. 


6 Transfers 


In 1999, the accounts include a provision for the amounts to be remitted 
to/from other funds to cover transfers of members of CN Plans to other 


_pension plans and transfers of members of other plans to the CN Plans. 


7 Consolidated actuarial pension obligation and asset value 


The actuarial valuations as at December 31, 1998 revealed a consoli- 
dated actuarial liability of $10,412 million and a consolidated actuarial 
asset value of $8,967 million. The results of these valuations were then 
used to estimate the corresponding figures as at December 31, 1999, 
which approximate $9,834 million and $9,657 million, respectively, as 

at that date. The principal components of the change in the pension 
obligations are the interest accrued on benefits ($625 million in 1999 
and $622 million in 1998), benefit payments and transfers ($646 million 
in 1999 and $634 million in 1998), benefits accrued during the year 
($167 million in 1999 and $156 million in 1998), effect of curtailment 
loss (nil in 1999 and $23 million in 1998), plan amendment (nil in 1999 
and $212 million in 1998) and actuarial gain (loss) ($724 million in 1999 
and ($1,401) million in 1998). The consolidated actuarial liability was 
calculated in accordance with CICA Handbook Section 3461 using a dis- 
count rate of 6% as at December 31, 1998 and a discount rate of 7% 

as at December 31, 1999. The consolidated actuarial asset value is based 
on a market-related method which recognizes the change in market 
value over a period of five years using the straight-line method. 
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Shareholder and investor information 


Annual meeting 

The annual meeting of shareholders will be held 
at 10:00 am on Wednesday, April 19, 2000 

at the Sheraton Center, Montreal, Quebec 


Annual information form 
The annual information form may be obtained by writing to: 


The Corporate Secretary 

Canadian National Railway Company 
935 de La Gauchetiére Street West 
Montreal, Quebec H3B 2M9 


Transfer agent and registrar 
The Trust Company of Bank of Montreal 


Offices in: 
Montreal, QC; Toronto, ON; Calgary, AB; Vancouver, BC 


Co-transfer agent and co-registrar 
Harris Trust Company of New York 

88 Pine Street, 19th Floor 

Wall Street Plaza 

New York, NY 10005 


U.S. cash dividend plan 
Shareholders wishing to receive dividends in U.S. dollars may 
obtain detailed information by communicating with: 


The Trust Company of Bank of Montreal 
Telephone: (514) 877-2584 or 1-800-332-0095 


Additional copies of this report are 
available from: 


Canadian National 

Public Affairs and Advertising 

935 de La Gauchetiére Street West 
Montreal, Quebec H3B 2M9 
Telephone: (514) 399-7212 

Toll free: 1-888-888-5909 

Fax: (514) 399-5344 

www.cn.ca 


® This report has been printed on recycled paper. 


Stock exchanges 
Canadian National common shares are listed on the 
Toronto and New York stock exchanges. 


Ticker symbols: 
CNR (Toronto Stock Exchange) 


CNI (New York Stock Exchange) 


Investor relations 

Robert Noorigian 

Vice-President, Investor Relations 
Telephone: (514) 399-0052 


Shareholder services 
Shareholders having inquiries concerning their shares 
or wishing to obtain information about CN should contact: 


The Trust Company of Bank of Montreal 
Shareholder Services 

129 Saint-Jacques Street 

Level A North 

Montreal, Quebec H2Y 1L6 

Telephone: (514) 877-2584 or 1-800-332-0095 


Head office 


Canadian National Railway Company 
935 de La Gauchetiere Street West 
Montreal, Quebec H3B 2M9 


P.O. Box 8100 
Montreal, Quebec H3C 3N4 


La version francaise du présent rapport 
est disponible a l’adresse suivante : 


Canadien National 

Affaires publiques et publicité 

935, rue de La Gauchetiere ouest 
Montréal (Québec) H3B 2M9 
Téléphone : (514) 399-7212 
Numéro sans frais : 1-888-888-5909 
Télécopieur : (514) 399-5344 
www.cn.ca 
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